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Objects of the Society 


“To cultivate, promote and disseminate knowledge and 
information concerning accountancy and subjects related 
thereto; to establish and maintain high standards of 
integrity, honor and character among certified public ac- 
countants; to furnish information regarding accountancy 
and the practice and methods thereof to its members, and 
to other persons interested therein, and to the general 
public, to protect the interests of its members and of the 
general public with respect to the practice of account- 
ancy; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to 
accountancy and the practice and methods thereof; to 
correspond and hold relations with other organizations 
of accountants, both within and without the United States 
of America; to establish and maintain a library, and read- 
ing rooms, meeting rooms and social rooms for the use 
of its members; to promote social intercourse among its 
own members and between its own members and the 
members of other organizations of accountants and other 
persons interested in accountancy or related subjects, 
and to do any and all things which shall be lawful and 
appropriate in furtherance of any of the purposes here- 
inbefore expressed.” 


—From the Certificate of Incorporation 


i 
is 


: 
4 
: 
= # 
| 


PE 


NCION 


on 
O48 


¢ To prove ownership of real 
estate in a court of law, printed 
proof—original deed or a prop- 


erly registered copy—is invari- 
ably acceptable. 


aBpoutT PROOF 
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é for office figure work 


2 Only the new "96" automatic Printing Calculator gives you 
vital proof on the printed tape. Multiply and divide auto- 
matically, add and subtract too on this versatile machine. What- 
ever the problem, every factor and answer is printed — imme- 
diate proof of accuracy, permanent proof for your records. 
Minutes become seconds as fingers fly over the 10-key touch 
control keyboard and electrified operating keys. The Printing 
Calculator quickly completes the calculation and clears — auto- 
matically. Operators do more work, enjoy new case under the 
stimulus of its quieter operation. 
What's your figure problem? Have our local representative 
solve it with the new 96". He'll show you in how many ways 
it applies to your business. Phone him today. 


Write today for ‘‘FACTS about 
office figures’’ to Remington 
Rand, Dept. NY-7, 315 Fourth 
Avenue, New York 10, N. Y. 


the new 96 -, Printing Calculator 
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Model 7600 


$750 


It's an amazing saving to get this rebuilt Burroughs Bookkeeping 
Machine at 50%, less than the price of a new machine. it looks and 
functions like new because it has been factory rebuilt under our exacting 
specifications, by our own factory trained craftsmen, right here in our 
own completely equipped plant. , 


It's a Real Saving and with it we add 


Free One Year Guarantee 

Free One Year Service 

Free Installation and Instruction ~ 
Free Drafting of Forms 


Phone or write to us. Our systems specialist will be glad to tell you 
how this machine will efficiently and economically accomplish both 
simple and complex bookkeeping problems. 


Better still, visit our comfortable, spacious showroom on the street 
floor of our new 12 story plant. Actually see the Burroughs 7600 
in operation. 


P. >. Our continuous business show is now featuring, at attractive 
prices, machines for: 


Accounting Calculating Mailing 
Adding Dictating Multigraphing 
Addressing Duplicating Typing 


Burroughs Bookkeeping Machine 


At 50% Less Than the Original Cost 


Addressing Machine & Equipment Co. 


29-31 EAST 22nd ST., NEW YORK 10, N. Y. © OREGON 4-6400 
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Society member, 39, available 2.3 week as- cesstul experience in every phase ot federal, 
signments out of N.Y.C., or per diem basis | state, municipal taxation. Former editor na- 
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accounting — of special or confidential 
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See lety Member, capable young senior, ex- 
ceptional experience, would assume part oi 
responsibility now burdening you. 3-4 days 
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New accounting firm available to other ac- 


Part-time 
C.P.A. (N. Y. 1945), Society member, well 
versed all phases, available per diem, vaca- 
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If you take 3 to 6 months or more to make 
deliveries, this is a good time to be checking 
your course in sales trends every day instead 
of flying blind. 

Your order analyses may tell you there isn't 
a mountain peak dead ahead 

But production schedules issued on the basis 
of these orders may become mountain peaks 
a few weeks or months hence unless you ana- 
lyze your shipments and stock to know exactly 
where you are. .and what the drifris.. from 
day to day! 

McBee helps ensure the continuity of your 
business by putting on your desk just the “‘in- 
struments” you need to avoid “flying blind” 
into your sales trends. 

Keysort cards and machines put at your 
fingertips daily all the facts... fresh facts... 
about your deliveries and your inventories, 


Does your sales trend 


jie have you “flying blind” ? wi 


your orders and your production schedules. 


By helping you detect sales trends in time, 
Keysort enables you to keep your business 
on the course and on an even keel. 

You can stay on top of all the facts daily, 
and do it easily, economically, quickly. There’s 
a McBee man near you. Ask him to drop in, 
or write us. 


KEYSORT is easy to learn, easy to use, requires 
no specialized job training... increases the individ- 
ual work output without inerease of individual effort. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT == THE MARGINALLY PUNCHED CARD 
295 Madison Avenue, New York 17, N. Y. Offices in principal cities 
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NoruinG in your hands! Nothing up 


your sleeves! But look... 


... out of your present income grows a 
wonderful future. There’s a home in the 
country, college for your children, travel 
and fun for the whole family, even a com- 
fortable retirement income for yourself. 


Here’s how the magic works. All you 
do is sign up for the Payroll Plan. Then 
regularly, automatically, part of every- 
thing you earn is used to purchase U. S. 
Savings Bonds. 

And magically, week after week, these 
automatic savings pile up the money 
you'll need to pay for the future you want! 


Don’t forget that you’re making 


AUTOMATIC SAVING 1S SURE SAVING —U.S. SAVINGS BONOS 


money, too... every $75 Bond you buy 
today will be worth $100 in just 10 
years. And these Bonds play a big part 
in helping keep our country financially 
sound and strong, too. 


If you’re not on a payroll, and have a 
checking account, you can still enjoy 
the magic of automatic saving with the 
Bond-A-Month Plan. Ask about it at 
your bank. 


Contributed by this magazine in co-operation with the Wits 
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Underwood Elliott Fisher Electric 
Keyboard Accounting Machines keep 


Cunard White Star Line 
Accounts Receivable and Payable 


i) right up to the minute 


Impressive are the many speed records of the great 
Cunard White Star fleet. 

Impressive, too, is Elliott Fisher’s speed in post- 
ing Cunard’s Accounts Receivable records. Only 
two Elliott Fisher Electric Keyboard Accounting 
Machines are required to post and balance Cunard 
White Star’s large daily volume of transactions. 
The entries are posted simultaneously to all re- 
lated records: the Analysis Statement, the Steamer 
Account Ledger and the Journal... with me- 
chanical proof of the accuracy of all postings. 

Another machine posts 7 different Accounts 
Payable records in one writing —an operation 
which is fast and simple. With Elliott Fisher’s 
exclusive Flat Writing Surface all the related 
forms are speedily inserted and held in perfect 
registration for making entries in the proper posi- 
tions on each form. 

Find out how Elliott Fisher’s flexibility and 
high-speed can save dollars and days for you. 
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ACCOUNTING TO THE 


The Queen Elizabeth moves majestically into port. 


Elliott Fisher is completely electrified and has 
only 10 numeral keys... its standard keyboard 
is familiar to all typists. 

Your nearest Underwood representative will 
be glad to show you how Elliott Fisher Account- 
ing Machines can simplify and speed-up your 
record-keeping jobs. There’s no obligation. Call 
him today. © 1948 


Underwood Corporation 


Accounting Machines... Typewriters... Adding 
Machines... Carbon Paper... Ribbons 
and other Supplies 


One Park Avenue New York 16, N. Y. 


Underwood Limited, 135 Victoria St., 
Toronto 1, Canada 


Sales and Service Everywhere 
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provides “60-second service” at this hotel desk... 


...See what it can do for your business! National representative check your present 
Mechanization is today’s key to efficient, eco- set-up, and re- 
nomical accounting for businesses of every _ port specifically 4 
size and type. Mechanization with National the savings you = 
Accounting Machines brings savings ranging can expect. No Yvational 
up to 30°,! Savings which often pay for the cost or obliga- 

whole installation in the first year— and then tion of any | ium eae i 
go on from year to year. Let your local _ kind. bo 


THE NATIONAL CASH REGISTER COMPANY © DAYTON 9, OHIO 
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A Look” for Accountings 


By Rosert A. JONES 


7 title of this paper was designed 
to overcome, so far as possible, the 
quite natural reluctance of any group 
of American legal manhood conven- 
ing in New York City to listen even 
with yawning politeness to a discourse 
on fiduciary accounting. It was in- 
tended to put the question whether the 
matter of fiduciary accountings might 
not profitably be given a “new look,” 
as have women’s fashions recently. By 
that I do not mean to imply that fidu- 
ciary accountings should be longer, for 
in New York they are long enough al- 
ready. I have in mind rather that 
periodically there should be a reap- 
praisement of our procedure and prac- 
tice to the end that such accountings 


This article deals with the funda- 
mentals of fiduciary accounting and 
applies them specifically to the pro- 
cedure and practice in New York. 
The text was originally presented as 
a paper read before the Banking 
Law Section of the New York State 
Bar Association in January 1948. 

Ropert A. JONEs, the author, is a 
Vice President of the Guaranty 
Trust Company of New York, a 
member of the Committee on Fidu- 
ciary Legislation of the Trust Divi- 
sion of the American Bankers Asso- 
ciation, and Chairman of an Infor- 
mal Accounting Study Group of the 
Trust Division of the New York 
Bankers Association. 
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may be simplified in content and pro- 
cedure and reduced in cost, if such re- 
sults can be attained without sacrifice 
of the objects to be achieved. 

In any “new look” at or for fiduciary 
accountings, we have to keep funda- 
mentals clearly in mind, for no matter 
how procedures and practices may vary 
from time to time and in different 
jurisdictions and even in different parts 
of the same state, the basic principles 
of fiduciary accountings must remain 
the same. These basic principles are 
simple. A fiduciary is under a duty 
to his beneficiary to keep and render 
clear and accurate accounts with respect 
to the administration of the estate or 
fund, showing in detail the nature and 
amount of the trust property and the 
administration thereof. The account it- 
self is a statement in writing. verified, 
containing in concise detail the history 
of the dealings of the fiduciary with the 
estate or fund. It should embody a 
narrative of the fiduciary’s conduct as 
such in relation to the persons inter- 
ested in the estate or fund, together 
with a full statement of every receipt 
and expenditure, grouped as to their 
character, in appropriate schedules. It 
should indicate the growth or shrinkage 
of the property administered upon, its 
original and present character and 
value, and the balance, if any, of prin- 
cipal and income available for distribu- 
tion. It should be prepared in contem- 
plation of the right reserved to certain 
persons or classes of persons who may 
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be interested to contest its several items 
in respect of accuracy or propriety, by 
means of objections to be litigated be- 
fore the court having jurisdiction of the 
matter. Following the preparation of 
the account, unless it is legally or prac- 
ticably possible to settle by arrangement 
with the parties, there should be a 
special proceeding in which the account 
is subjected to judicial scrutiny and 
settlement, taking the form of a final 
determination and precluding questions 
thereafter about the matters embraced 
in the accounting. 

[‘ssentially, any accounting forms, 
procedure and practice in any jurisdic- 
tion should attempt to reach two re- 
sults: 

1. Benefit to the beneficiaries in the 
receipt of full information and dis- 
closure to which they are entitled con- 
cerning the administration of their 
funds, and 


2. Protection to the fiduciary in ob- 
taining full clearance for the acts of his 
administration. 


Many collateral questions, of course, 
arise, involving details of procedure, 
methods and extent of the disclosure 
required of the fiduciary, citation or 
notice to persons interested or those 
who might be interested, frequency of 
accountings, finality of decrees and 
similar matters. It would naturally be 
ideal if accounting procedure and prac- 
tice everywhere, in reaching the desired 
results, could satisfy the beneficiary’s 
right to information and the fiduciary’s 
right to protection with certainty, with 
expedition, at not too long intervals, 
in line with sound business practices 
and with a minimum of expense to the 
funds involved and to the fiduciary. 

While many states throughout the 
country have bodies of law or rules of 
court governing accountings by fidu- 
ciaries, with the lack of certainty that 
goes along with such a condition, there 
is an absence in most states of adequate 
legislation dealing with the subject. 
Generally speaking, there is no ade- 
quate coverage of: 
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1. The fiduciary’s duty to account 
and the frequency of such accountings. 

2. The form of the account and the 
information to be disclosed therein. 

3. The court in which the account is 
to be rendered. 

4. A determination of those who are 
considered to be interested and the 
necessity for and character of notice re- 
quired to be given to them. 

5. The requirements, if any, for the 
appointment Of a representative tor 
minors, incompetents and others under 
legal disability and for persons unborn 
or unknown. 

6. The conclusiveness of the decree 
or order settling the account. 

7. The grounds upon which a decree 
or order of settlement may be reopened 
and the time limitations thereon. 


An effort has been made to correct 
the general unsatisfactory situation on 
this subject throughout the country by 
means of the Uniform Trustees’ Ac- 
counting Act, but this effort has met 
with little success as the Act has, so far 
as I am aware, been enacted fully by 
only Kansas, Nevada and Washington. 
Apparently, the adoption of the Uni- 
iorm Trustees’ Accounting Act involves 
such new matter or such extensive 
changes in the laws, practices and pro- 
cedure now existing in states that have 
any accounting legislation at all, that the 
difficulty of fitting it into the local 
scheme of things has caused it to be not 
accepted generally. 

In addition to a great and important 
body of law in New York, and rules of 
court, we also have statutory provisions 
in the Surrogate’s Court Act defining 
the procedure for accounting by an 
executor, administrator, testamentary 
trustee and guardian and in the Civil 
Practice Act for accounting by a trustee 
of an express trust and a committee of 
an incompetent. I think it is fair to say 
that in no other state are the rights of 
beneficiaries and protection to the ac- 
counting fiduciary better defined in both 
statute and case law than in our own, 
but it does not necessarily follow, how- 
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A“ New Look” for Accountings 


ever, that our system is perfect in all 
respects. It is in the effort to make 
some small contribution to our think- 
ing about the matter that this paper is 
devoted and I have several suggestions 
to present for the consideration of this 
Section, 


In the first place, would it not be 
desirable to have uniform forms of ac- 
counts for all fiduciaries throughout the 
state? As it is now, in the absence of 
any statutory form, it must be assumed 
that each county in which a proceeding 
is to be had will prescribe its own forms. 
Many judges and clerks refuse to accept 
forms used in other counties even 
though all necessary matter is included 
and even though such forms comply 
with all of the fundamentals which were 
mentioned earlier. No doubt the prin- 
cipal reasons for this situation can be 
found in the development of particular 
forms in the Various counties, arising 
trom the types of cases which they have 
had over the years, the formality or lack 
of it with which fiduciary business is 
done in those localities and the reluc- 
tance of the respective judges and clerks 
to wrestle with other forms, even 
though such forms are entirely adequate 
and acceptable elsewhere. The experi- 
enced fiduciary who does business out- 
side of his own county knows that much 
time will be saved in the preparation of 
an account by obtaining a set of the 
forms used in the county in which the 
account is to be filed. When it is con- 
sidered that there are 62 counties in 
New York State with a Surrogate or 
County Judge acting as Surrogate in 
each county and two Surrogates in New 
York County, a collection of these forms 
of account, if laid on the floor of this 
room, would resemble patchwork 
quilt. The solution of this problem rests 
with the courts themselves in the mak- 
ing of their rules and if they have an 
honest desire for uniformity of forms 
of account, they could obtain much help 
from experienced fiduciaries, both indi- 
vidual and corporate, and from mem- 
bers of this association who specialize 
in fiduciary matters. It may be but a 
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small part of the whole but it is an im- 
portant part and ! urge its consideration 
in the application of the “new look”. 

Secondly, can forms of account be 
simplified any, while retaining the es- 
sentials? The answer, I believe, is yes. 
For example, the number of schedules 
can be reduced, the schedule headings 
can be clarified and be made less in- 
volved, and there can be grouping of 
certain items, such as income reccipts 
and disbursements. The forms of ac- 
count required of executors, adminis- 
trators and testamentary trustees in 
New York County are the most detailed 
and the most complicated of any in the 
state. Form 37-a, which is used where 
the will sets up trusts, has 22 separate 
schedules of principal, income and gen- 
eral matters, and the schedule headings, 
which should be followed and copied to 
the letter in the account itself, are really 
difficult and confusing to someone un- 
familiar with the New York County 
form. Other states in which a large vol- 
ume of fiduciary business is conducted, 
and other counties of our own state, do 
not require such elaborate forms and 
there is no general agreement that such 
elaborateness is necessary. I have seri- 
ous doubt that the New York County 
forms would be found practicable or ac- 
ceptable for general use throughout the 
state by those who would be called upon 
to use them. 


A form which appeals to us at our 
institution is one which we use in ac- 
counting as trustee of an inter vivos 
trust in the Supreme Court and which 
we have found acceptable in other coun- 
ties of the state outside of New York 
Citv and in other states in which we 
have had occasion to file an account. 
This account, generally depending on 
the character of the transactions to be 
shown, has about 6 or 7 principal sched- 
ules and 3 income schedules, together 
with schedules of commissions, of per- 
sons interested and of other facts, and 
also contains principal and income sum- 
maries. Schedule A shows capital assets 
received. Schedules B, B-1, B-2 and 
B-3 show capital purchases, exchanges, 
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stock dividends and the like, and capital 
sales or collections, with increases and 
decreases. Schedule C shows capital 
disbursements and Schedule D shows 
capital on hand. These schedules cover 
all reasonable requirements of  dis- 
closure of capital transactions. Sched- 
ule If shows income collected, Schedule 
F shows income disbursed and Schedule 
G shows income on hand. These sched- 
ules cover all reasonable requirements 
of disclosure of income transactions. 

The schedule headings, too, are con- 

cise and yet completely descriptive, 
such as: 
SCHEDULE A. 

Contains a statement of assets constituting 
the principal of the Trust received by the 
Trustee from the beginning of the Trust 
through the date of this account. 


ScHEDULE B. 
Contains a statement of investments made 
by the Trustee from the beginning of the 
Frust through the date of this account. 


ScHEDULE D, 
Contains a statement of assets constituting 
the principal of the Trust in the hands of 
the Trustee at the date of this account. 


ScHEDULE EF. 
Contains a statement of income collected 
by the ‘Trustee from the beginning of the 
lrust through the date of this account. 


Right there it would be exceedingly 
helpful and would save much time to 
report the totals of income received as 
to each asset to be shown, without re- 
quiring specific dates and amounts of 
each separate sum of income received. 
The details of these items have already 
been furnished in the annual income 
statements and, if need be, photostats of 
such statements can be attached. Simi- 
lar treatment can be given to totals of 
income disbursed, either on a fiscal or 
a calendar vear basis, which can be 
checked against the annual income 
statements or against the income tax 
returns. 

This form presents a fiduciary ac- 
count without undue complication, and 
offers a complete story of what has hap- 
pened to the fund during the accounting 
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period in such a way as can be under- 
stood by those interested in the account, 
who, aiter all, are the people to be satis- 
fied. If a fiduciary account can ever be 
made clear in content and simple in 
preparation, that form does it, and it 
uniformity of accounts throughout the 
state is ever considered seriously by ap- 
propriate committees of the courts, the 
bar, accountants and corporate fiduci- 
aries, [ should like to submit this form 
as a model to be used as a working 
basis. 

Another matter which I should like 
to bring to your attention involves the 
possible transfer of jurisdiction of all 
matters relating to inter vivos trusts and 
committeeships of incompetents from 
the Supreme Court to the Surrogate’s 
Court. 

Many voices have been raised over 
the years in support of such a change 
and I echo them today, with no motive 
other than a desire to see our system 
improved, The super riority of the Sur- 
rogate’s Court procedure and the supe- 
rior experience and skill of Surrogates 
and clerks in trust matters are w ell rec- 
ognized, not only by trust lawyers but 
by the Supreme Court itself, to the ex- 
tent that it consistently declines to take 
jurisdiction of testamentary trust ac- 
countings unless there is some special 
reason for any proceeding in the Sy- 
preme Court. We are all familiar with 
this difference of jurisdiction between 
the Surrogate’s Court and the Supreme 
Court, which difference is historic in 
nature but in the modern scheme of 
things, many have wondered why the 
difference still persists. Orrin G. Judd, 
in an able article in the Columbia Law 
Review of February, 1942, on “Some 
Phases of Practice in Inter Vivos Trust 
Accountings in New York”, noted that 
the Supreme Court, as the successor to 
the Court of Chancery, has jurisdiction 
of all trusts, testamentary or inter vivos, 
but its jurisdiction is cuncurrent with 
that of the Surrogate’s Court in the case 
of testamentary trusts. In 1943, in re- 
sponse to a demand for some change 
and reformation in accounting proce- 
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dure in the Supreme Court, Article 79 
of the Civil Practice Act was passed to 
replace the system of practice required 
by the Court, whereby an accounting 
action had to be begun by summons and 
complaint, although as a Court of Chan- 
cery it could have recognized a petition 
and order to show cause. As Mr. Judd 
pointed out in his paper, settlement of a 
trustee’s account partakes so little of 
the nature of ordinary adversary litiga- 
tion, for which Supreme Court practice 
has primarily been formulated, that the 
old rules laid down in the Civil Practice 
Act and the Rules of Civil Practice 
were not capable of dealing with it satis- 
factorily. Now, Article 79 prescribes a 
procedure whereby an accounting ac- 
tion by a trustee of an express trust is 
started by a petition and order to show 
cause, paralleling the practice of the 
Surrogates’ Courts. While the proce- 
dure has been simplified, the fundamen- 
tal question still remains whether it 
would not be advisable and desirable to 
transfer jurisdiction of inter vivos trust 
accountings to the Surrogate’s Court 
where they can be handled in the same 
expert way as our testamentary trust 
accountings. Mr. Judd stated his forth- 
right opinion of the matter in the con- 
clusion of his paper, when he said: 


“Although the clerks of the Special 
Term ot the Supreme Court in New York 
County have had considerable experience 
with trust accountings, this is not the case 
in other counties. And it is doubtful if any 
Supreme Court clerk is as familiar with 
the requirements of a proper account and 
all the problems they may present, as are 
the accounting clerks of the Surrogates’ 
Courts. This is a day of specialization, in 
courts as well as in business and profes- 
sions. Every employee in the Surrogate’s 
Court is an experienced cog in the whole 
machine. The accounting clerks are par- 
ticularly vigilant to see that the rights of 
the parties respondent are safeguarded. 
Transfer of inter vivos trust accountings to 
the Surrogates’ Courts might take away 
some of the patronage which Supreme 
Court justices now have the right to dis- 
pense, in the appointment of guardians 
ad litem and referees, but that is hardly a 
reason for continuing the present anomal- 
ous distinction between accountings in 
testamentary trusts and in inter vivos 
trusts. Both testamentary and non-testa- 
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mentary trusts normally serve the same 
general purpose, that of distributing a 
man’s estate to and preserving it for his 
family. Wills are so frequently correlated 
to prior inter vivos trusts that the in- 
ability of the court handling will probates 
to deal with problems relating to the trust 
creates increasing inconvenience, as well as 
possibilities of inconsistent decisions.” 


As a concrete recommendation, I 
suggest that the proper committees of 
this and other bar associations consider 
the problem, in conjunction with the 
Executive Committee of the Surrogates 
Association and whatever comparable 
committee represents the Supreme 
Court bench, in an effort to benefit both 
fiduciaries and their beneficiaries. 

Earlier in this paper I commented 
that accounting procedure and practice, 
to be ideal, should satisfy the benefici- 
ary’ s right to information and the fidu- 
ciary’s right to protection, with certain- 
ty, with expedition, at not too long 
intervals, in line with sound business 
practices, and with a minimum expense 
to the funds involved and to the fiduci- 
ary. In our “new look”, how close does 
our system in New York come to attain- 
ing that ideal? I believe that those who 
have had reasonable experience with 
the subject will agree that our system 
does satisfy the beneficiaries’ right to 
information and the fiduciary’s right to 
protection with certainty and in line 
with sound business practices. How 
about the other tests? Is our system 
designed to settle accounts expeditious- 
ly, at not too long intervals and with a 
minimum expense to the funds involved 
and to the fiduciary? Since my experi- 
ence has been confined largely to New 
York City and adjacent counties, my 
comments may or may not apply to 
other parts of the state and those of you 
from such other parts will determine 
whether your experience is or is not the 
saine. 

A court accounting proceeding almost 
invariably involves delay and is expen- 
sive for those interested, and where the 
fiduciary has many accounts to prepare 
and file, as do corporate fiduciaries, this 
delay and the costs involved are matters 
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of real concern to him, as well as to the 
Wherever possible, that 
is, Where all persons interested are co:- 
vetent adults and will agree to an in- 
ttlement of an account by re- 
ceipt and release, a court proceeding is 
not necessary. Settlements in this man- 
ner are encouraged in New York and 
in the absence of fraud are conclusive 
upon the parties. Section 251 of the 
Surrogate’s Court Act provides for the 
recording in the Surrogate’s office of an 
instrument settling an account in whole 
or in part executed by one or more of 
the fiduciaries beneficiaries or 
creditors. Some corporate fiduciaries, 
where an informal settlement is ar- 
ranged, have an abbreviated method of 

account. We have such a method at our 
trust company which we call a “‘stream- 
lined” account and which, depending on 
all the facts of the particular case, con- 
sists generally of a typed Schedule A 
and typed schedules of all non-cash 
items affecting principal and income. 
Then may be attached photostats of our 

principal cash ledger sheets from the 
beginning of the trust or from any prior 
accounting period. Also attached. if 
necessary, are photostats of our income 
statements which have been rendered 
periodically to the income beneficiary 
and which formed the basis of our tak- 
ing annual income commissions. The 
account concludes with a typed Sched- 


beneticiaries. 


ule I) showing assets on hand and a 
schedule showing the computation of 


commissions due. The accompanving 
instrument of receipt, release and in- 
demnification recites all pertinent facts 
and that ends the matter. We have 
found it to be adequate and helpful in 
many cases and it answers the require- 
ments of the interested parties as well 
as our own, even though all its material 
is not co-related in precise schedule 
form. 


The presence of an infant or an in- 
competent, however, precludes an effec- 
tive informal settlement and there are 
often contingent remaindermen inter- 
ested whose consents cannot be ob- 
tained. Then a formal court settlement 


must be had in order to make certain 
that all proper persons or their repre- 
sentatives appointed for the purpose 
have an opportunity to be heard in op- 
position and that the fiduciary can re- 
ceive the protection to which he ts en- 
titled. 


Accounts of fiduciaries should be set- 
tled quickly, for the beneficiaries are 
interested in receiving their pei 
tions without undue delay and the fidu- 
ciaries would like their commissions for 
the job which has been done. This is 

rarely the case, however, where a court 

proceeding must be had because ss an 
infant or an incompetent or unborn or 
unknown remaindermen. Time must be 
consumed in the preparation o: the ac- 
count in the prescribed form, its check- 
ing and typing. Then counsel is asked 
to examine the account and a 
period of time passes. Then come the 
preparation and filing of the pet ition and 
accompanying papers, the citation of all 
ji ms interested, the appoints nent of 
a special guardian or guardian ad litem 
his scrutiny of the account, 
fiduciaries’ records and of the 
property in the hands of the fiduciary, 
all leading to his report when his in- 
vestigation is completed. If there are 
questions about the account, raised by 
any party interested, more time elapses 
while answers are being prepared. Then 
follow any supplemental affidavit which 
may be necessary and the preparation, 
checking and filing of the decree. This 
is just a brief outline of the course of 
the account from the happening of the 
event which causes the accounting, pro- 
ceeding to its ultimate conclusion. Par 
for the course is rarely less than six 
months, with many proceedings lasting 
much longer, but under our system of 
accounting procedure and practice any 
shorter period is practically impossible, 
and this without a contest. 

Ii the fiduciary is willing to do so, 
where he anticipates no difficulties in 
settling an account free from controver- 
sial matters, he may make a partial dis- 
tribution in advance of the final decree. 
Many times, however, in spite of his 
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desire to do so, the fiduciary dare not 
make any distribution without substan- 
tial risk to himself, as in the case where 
his trust may be lable for a share of 
estate taxes not determined for a long 
time. All this delay is explainable and 
understandable, based upon the require- 
ments of our law. While it may be un- 
satisiactory both to the beneficiaries and 
the fiduciaries to wait so long for final 
settlement, no one can really be critical 
oi the situation so long as he concedes 
the wisdom and necessity, in the proper 
administration of fiduciary matters, of 
the iundamental principles set forth 
earlier in this paper. New York State 
has the greatest amount of fiduciary 
business in the country, in number of 
accounts and in volume, and our stand- 
ard should be of the highest in the in- 
terests of the many thousands of people 
who are concerned with estates and 
trusts and also in the interests of other 
thousands, individuals and banks and 
trust companies, who act as fiduciaries 
for them. Recognizing the human ele- 
ment, about all that can be done to speed 
things up in the judicial settlement of 
fiduciary accounts is to reappraise our 
system from time to time to see where 
it is being clogged or, in other words, 
to take a “new look”. I have offered 
today suggestions for simplification of 
the account itself, for uniformity of 
forms of account throughout the state 
and for the assumption by the Surro- 
gate’s Court of jurisdiction of all trust 
and fiduciary matters, believing that 
after these three steps have been studied 
by competent bodies, thev will be found, 
each in its own way, to expedite our 
procedure and practice in fiduciary ac- 
countings. 


In the matter of costs, to the fund and 
to the fiduciary, our system of court ac- 
countings in New York is not cheap. 
It should be remembered that people 
of modest means, and not only the rich, 
are interested in estates and trusts. 
There is a mistaken idea that the banks 
and trust companies in New York City 
will administer estates and trusts only 
of large size, for quite the contrary is 
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true, and percentagewise the majority 
of fiduciary accounts administered here 
are of comparatively moderate amount. 
This makes the matter of cost even 
more important. The principal items 
of expense to the fund are commissions, 
fees of counsel, fees of special guardians 
and guardians ad litem, fees of refer- 
ees, 1f necessary, charges of account- 
ants who may be employed, and statu- 
tory costs and expenses. The last 
mentioned, statutory costs and ex- 
penses, are relatively minor, for they 
involve generally filing fees, expenses 
of publishing citations, etc. Fiduciary 
commissions in our state are not large 
by comparison with similar charges 
elsewhere, and corporate fiduciaries, 
faced as everyone else is with rising 
costs of doing business, believe that 
commissions should be increased to per- 
mit a fair profit without reduction of 
the proper standards of service. Coun- 
sel fees are charged for services ren- 
dered and depend upon the same factors 
as are present in many other phases of 
legal practice, where a court proceed- 
ing is involved. They vary with all the 
circumstances of each particular case so 
that it is not possible to generalize, al- 
though in a fiduciary accounting pro- 
ceeding counsel fees are subject to court 
approval as to reasonableness of 
amount. 


Fees of court appointees, such as spe- 
cial guardians, guardians ad litem and 
referees, also depend upon a number of 
factors. Some beneficiaries, looking 
only at dollars paid out for such fees 
and perhaps not appreciating the basis 
for or the value of the services rendered, 
protest against such charges, but like 
counsel fees, the fees of such court ap- 
pointees are also subject to court ap- 
proval or fixation as to reasonableness 
of amount. 


If an accountant is employed to pre- 
pare the account, his bill must also be 
passed upon as a proper expense of ad- 
ministration. With court costs and ex- 
penses and fiduciary commissions fixed 
by statute and counsel fees and fees of 
court appointees and accountants sub- 
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ject to judicial scrutiny and approval, 
it would seem that there should be 
enough safeguards against over-charg- 
ing the fund. Yet all such services in 
the aggregate amount to a considerable 
sum of money, sufficient to make some 
beneficiaries question their necessity 
and their value in particular cases. I do 
know that many times the cost of a 
court accounting to the fund is such as 
to make a fiduciary reluctant to account 
and even to cause him to defer such ac- 
counting, although something has oc- 
curred in the administration to amply 
warrant having the account settled juci- 
cially. There are many reasons why 
accountings should be had from time to 
time, particularly in trusts, and account- 
ing expenses there are likely to be 
multiplied several times during the life 
of a trust. The death or resignation of 
the trustee, or of a co-trustee, 1s a valid 
occasion for accountings and if there 
happens to be a series of successor in- 
dividual trustees, the total cost of suc- 
cessive accountings may run into sizable 
figures. trustee is justified in 
accounting if a beneficiary questions or 
criticizes his administration, and there 
are happenings in many trusts which 
may well call for explanation, such as 
unusual changes of investments, pay- 
ments from principal in the fiduciary’s 
discretion realization of losses. 
These would be better made the subject 
of prompt settlement at the time they 
occur and before the supporting mate- 
rial disappears or is cast in the light of 
later events which tend to change the 
complexion of the transactions. In 
many states, annual accountings are re- 
quired of testamentary trustees, or at 
least every two or three vears. The 
Uniform Trustees Accounting Act re- 
quires filing of an account each vear 
and judicial settlement on notice to all 
beneficiaries at least once every three 
vears, unless the trust instrument pro- 
vides otherwise. Frequent periodic ac- 


countings have much to recommend 
them, from the points of view of both 
beneficiaries and fiduciaries, but not if 
the result will be a piling up over the 
years of costs and expenses in a really 


large total amount. That can happen in, 


New York. In our state, a trustee may 
account in court not oftener than once a 
year, but in actual practice, unless some- 
thing happens to demand it, there are 
generally not more than two court ac- 
countings over the life of the average 
trust although it may last for many 
years. This presents problems for pro- 
fessional fiduciaries, and due almost en- 
tirely to expenses and costs to the fund, 
accountings are not had as frequently 
as they should be to obtain the ideal 
objective. Jt may be that under our 
system the beneficiary is paying too 
much to get the information he is en- 
titled to receive and that getting such 
information to him is too expensive for 
the fund. It may also be that the price 
of the fiduciary’s protection, to which 
he also is entitled, is prohibitive to the 
fund. On the other hand, a relaxing of 
our standards of fiduciary accounting 
may result in the beneficiary’s getting 
insufficient information, poorly pre- 
sented, and if the fiduciary takes shelter 
behind a procedure which may be inex- 
pensive but which is inadequate to pro- 
tect him, he will regret it. As in many 
things in life, the cheapest may not be 
the best, and while in company with 
many others, I wish sincerely that court 
accounting costs could be reduced, and 
reduced substantially, I am not wise 
enough to know how it can be accom- 
plished while retaining the benefits and 
protection of our system. It is my hope 
that the courts, the bar, fiduciary ac- 
countants and the corporate fiduciaries, 
acting together, will continuously and 
courageously reappraise our procedure 
and practice in fiduciary accountings to 
the end that it will meet the tests de- 
manded of it. 
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Recent Developments in Accounting 


for Corpus and Income 


By Joun J. Traynor, C.P.A. 


Introduction 
pen recent cases on corpus and in- 
come to be reported have been ar- 
ranged in type groups as follows: 


I. Apportionment of Proceeds of 
Non-productive Property. 
II. Expenses and Accruals. 
III. Inter-relation of Corporate and 
Fiduciary Accounts. 


Apportionment of Proceeds of 
Non-productive Property 


Property constituting principal as of 
the date of death or as of the date a 
trust is created or added to remains 
in principal account until properly ex- 
pended for principal purposes or dis- 
tributed. Ordinarily, whatever cash or 
other property is received on the sale 
or exchange of principal assets remains 
to the credit of principal. 

Under some circumstances, appor- 
tionment of the proceeds of principal 
assets between principal and income 
may be required where the trust holds 
non-productive or partially productive 
realty, choses-in-action or personalty of 
a unique nature. Somewhat similar 
apportionment may be required in cer- 
tain mortgage salvage operations. 


Joun J. Traynor, C.P.A., was 
elected to membership in the Society 
in 1928, and is Vice-Chairman of 
the Society’s Committee on Fiduci- 
ary Accounting. He is associated 
with the law firm of Breed, Abbott 
& Morgan. 


The problem has been considered in 
two recent cases, brief summaries of 
which follow. 


Matter of Estate of Charles S. Davison, 
N.Y.L.J., April 21, 1948, page 1478, 
Collins, Surr. 


The Court denied the claim of the 
estate of the deceased life beneficiary 
that there be apportioned to income 
3% per annum on the principal of a 
testamentary trust for the period be- 
ginning seven months after the issuance 
of letters and ending at date of death 
of life tenant. It noted, 

“There is nothing respecting the char- 
acter of the personal property, the sur- 
rounding circumstances or the text of the 
will that would warrant the court in im- 
puting to the testator an intent that the 
proceeds of any of these (estate) assets 
were to be apportioned between the income 
and principal of the trust.” ! 


It concluded, moreover, that the failure 
of income was not due to the character 
of the assets but to the fact that they 
were promptly converted into cash and 
not reinvested. In this connection it 
is well to mention that it is the duty 
of executors and trustees ordinarily to 
keep principal funds invested so as to 
produce income. 


Matter of Estate of Amy Henrietta 
Weatherbee, Dec’d, 77 N.Y.S. 2d, 27 
(1947). 


This case had to do primarily with 
the treatment of maintenance expenses 
on decedent’s residence, which had 
been non-productive since her death. 
The maintenance expenses amounted 
to an average of about $21,500, an- 
nually, for a two-year period. 


1 Cited, Matter of Pennock, 285 N.Y. 475, 482; Matter of Clarke, 166 Misc., 807; Matter 


of Rowland, 273 N.Y. 100, 107. 
1948 


493 


The New York Certified Public Accountant 


The Court stated, 
“that upon a reading ot entire will 
construed in the light of the circumstances 
stated to exist on the date of execution, 
and considering the nature of the property, 
and the relationship of the testator to the 
beneficiaries of the trust, the testatrix must 
be presumed to have intended an equitable 
conversion as of the date of her death.” 
Accordingly, it held that the carrying 
charges on the non-productive real 
property, which expenses in absence of 
a contrary intent in the will are charge- 
able to income’, were a proper charge 
against principal. The Court directed 
further that the decree reserve the 
right of anv party beneficially interest- 
ed in the trust to apply for further 
relief as to the apportionment of the 
proceeds between principal and income 
as and when the premises are sold. 

It might be noted that where appor- 
tionment pertains, net expenses ad- 
vanced in connection with a non-pro- 
ductive property are restorable to prin- 
cipal, and it is the balance that,is ap- 
portioned between principal in- 
come. 


II. 
Expenses and Accruals 
Estate of Matthew Byrnes, 70 NEY-D: 

2d, 222 (1947). 

In addition to other issues, questions 
arose here as to the accounting for pay- 
ments made in amortization of a mort- 
gage and expenses in connection with 
the refinancing of the mortgage. 

Since no principal funds were avail- 
able mortgage amortization payments 
were made out of income. The Court 
ruled that all such amortization pay- 
ments must be carried in a principal ac- 
count and income account be given ap- 
propriate credit. 

It was also held that the expenses 
connected with the refinancing of the 
mortgage were not wholly chargeable 
to principal, but should be charged rat- 


2 Cited, Matter of Albertson, 113 N.Y. 434, 439, 21 N.E. 117, 118: . 
219, N.Y. 459, 465, 114 N.E. 849, 850 Anu. Cas 
N.Y. 281. 179 N.E. 496; Matter of Rowland’s Estate. 


ably to income over the life of the mort- 
gage extension. 


Central Hanover Bank & Trust Com- 
pany v. Hoffman N.Y.L.J. January 
14, 1948, page 163; Pecora, J. 

The grantor transferred in trust a 
general list of stocks and bonds trom 
which “cash and/or securities of the 
market value of $231,942" were to be 
set apart for the trust. The securities 
carried accrued income which when 
collected was credited to income ac- 
count. The guardian ad litem con- 
tended that certain of such accruals 
which were credited in the account to 
income should have been apportioned 
between income and principal. 

Since the principal of the trust re- 
ceived the precise amount intended, 
$231,942, exclusive of accrued income 
thereon, it was held that the remainder- 
men of the trust were not entitled to an 
apportionment of income. 

The guardian’s objection to the pay- 
ment of a fee to the attorneys for the 
trustees from principal account was 
overruled. The Court pointed out that 
the expenses of an accounting should 
ordinarily be charged to principal. 


III. 


Inter-Relation of Corporate and 
Fiduciary Accounts 


The next few cases are illustrative 
of some types of accounting questions 
which arise where the estate or trust 
has a stock interest in a corporation. 


Matter of Estate of Helen MacGregor 
Byrne, N.Y.L.J., January 19, 1948, 
page 220, Collins, Surr. 

The executors and trustees collected 
dividends from the Lehman Corpora- 
tion and the General American In- 
vestors Company, Inc., both investment 
companies of the general management 
type. As required of such companies, 


1918E, 943; Matter of . 
supra, 


3 Cited, Chiskolm v. Hammersly, 114 Apo. Div., 565; Matter of Eddy, 207 App. Div., 162; 
Matter of Petremont, 213 App. Div., 318, att’d., 241 N. Y. 586. 
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stockholders were advised for tax pur- 
poses of the proportion ‘of the total 
dividends derived irom long term capi- 
tal gains and the proportion attribu- 
table to income from investments. 

As testatrix’ will contained no ex- 
press direction in respect of the divi- 
dends referred to, advice was sought by 
the fiduciaries as to whether the divi- 
dends belonged entirely to income or 
were apportionable between the income 
and the principal! of the various trusts 
in accordance with the payor corpora- 
tions’ dividend statements. 

The Court held that the dividends 
were payable wholly to income. It 
noted that 

“the buying and selling of securities is the 

operative procedure of investment com- 

panies and the profits derived from such 
activities when distributed to stockholders 
in the form of dividends are income and 
not principal. The dividend is not unlike 
that received from a corporation engaged 
in the buying and selling of real property. 

When such corporations distribute the 

profits on the sale of property they are 

distributing ‘income and are not dividing 

capita!’ (Matter of Jackson, 258 N.Y. 281, 

287). 


Estate of Samuel Landau, N.Y.L.J. 
February 3, 1948, page 433, Collins, 
Surr. 


Testator held a minority interest in 
three corporations owning real estate 
and a 50% interest in a fourth such 
corporation. The life tenant contended 
that the principal of the trust should 
be charged with the earnings used by 
the respective corporations to reduce 
their mortgage indebtedness (presum- 
ably in proportion to the estate stock- 
holdings) and that such share be paid 
to the life tenant as income, 

The Court denied the claim and 
stated that the acts of the corporations 
were not to be questioned in this pro- 
ceeding ; that, 

“the Court will not interfere with the in- 

ternal affairs of a corporation where own- 


ership of the stock was not wholly in the 
decedent. Earnings of a corporation do not 
become income of its stockholders until a 
dividend has been declared. A life tenant 
under a trust consisting of corporate stock 
is entitled only to so much of the earnings 
as the corporations may distribute to the 
trustee in dividends.” 


IV erbelowsky, 
1948, 


Matter of Abraham 
Dec’d N.Y.L.J., March 16, 
page 981, McGarry, Surr. 


This case deals in part with the ac- 
counting treatment of maintenance ex- 
pense and depreciation of real estate in 
a corporation operated by the trustees. 


The Court noted that whether a re- 
serve for depreciation of real estate in 
a corporation may be chargeable to in- 
come, will depend upon an examination 
of the charter and of the powers of the 
corporation to determine whether the 
principles of estate and corporate law 
conflict. The Court had indicated in the 
Matter of Horowitz, N.Y.L.J., June 21, 
1944, p. 2393, its belief that it would be 
proper to charge current rental income 
with a charge for deferred maintenance 
and repairs “whether it be called de- 
preciation reserve or something else”. 

It noted, 


“The rental income of real property is 
properly chargeable with current charges 
and should be chargeable with any amount 
necessary to preserve the physical struc- 
tures, whether currently expended or de- 
terred. Charges which are necessary for 
such purpose should not be made in one 
year, when in fact the repair or replace- 
ment is required as the result of more than 
one year’s wear, tear or use. If the charges 
were only made in the year when the repair 
or replacement takes place, the income re- 
ceived by the beneficiary would be subjected 
to wide unpredictable and unreasonable 
fluctuations.” 


The Court recognized that there are 
some decisions which indicate that the 
trustees are not required to provide a 
depreciation, but felt that the principles 
stated should not be extended in their 
application beyond the factual situa- 
tions existing in the particular case.4 


4 Cited, Matter of Chapman, 32 Misc., 187, aff'd., 59 App. Div. 624, af¥'d., 167 N. Y. 619; 


Smith v. Keteltas, 62 App. Div. 174. 
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N.Y.LJ., 


Estate of Daniel Rheinaur, 
Delehanty, 


March 15, 1948, page 957, 
Surr. 
Decedent died August 25, 1944. His 
estate consisted almost entirely of pre- 
ferred and common stock of a wholly 
owned corporation and of an account 
due deceased from that cor- 
poration. His executors sold the shares 
in January, 1945, at the inventory value 
of $154,679.06. The sales price was 
stated to have been fixed as of October 
31, 1944. 
The life 


recelvabie 


beneficiary claimed that she 
was entitled to $4,207.43 out of the 
proceeds of sale, such amount accord- 
ing to a formula in the record, repre- 
senting the net profits earned by the 
corporation from date of death to 
October 31, 1944. The Court held that 
none of the cases cited in support of 
apportionment was pertinent, since 
the holding period of only sixty-seven 
days was too short an interval to give 
rise to any right of apportionment. 
Moreover, it held that if the Osborne 
rule of preservation of intact value were 
applied, no apportionment could be di- 
rected since the figures indicate that the 
whole sales price was necessary to 
maintain the original value stated in 
the account. 


Matter of Estate of Charles H. Ebbets 

74 N.Y.S. 2d, 94 (1947 )6 

From the standpoint of the period of 
time during which the stock in question 
was held, this case is in extreme con- 
trast to the Ahemaur matter. 

Testator died on April 18, 1925, 
holding a 50% interest in the stock of 
the Brooklyn Baseball Club enter- 
prises, such interest constituting the 
main asset of his estate. The stock was 
sold by the estate on August 22, 1945. 
The life beneficiaries of trusts under 
certain paragraphs of the will con- 
tended for an apportionment from 1933, 
when the stock in effect ceased yielding 
dividends. 

5 Cited, 
222 N.Y. 


Matter of Osborne, 


533: United States Trust Company v. Heye, 


The Court observed, 

“The cases in which apportionment have 
been decreed involved non- -productive and 
partially productive realty, choses-in-action 
and personalty of an unique character. No 
case has been cited wherein common stock 
of a non-realty corporation has been deter- 
mined to be a proper subject of apportion- 
ment. In all the cases cited wherein appor- 
tionment was decreed the lite beneficiaries 
were the primary objectives of the testa- 
tor’s bounty and their interests arose under 
the residuary estate. In the case at bar, 
however, the interests of the life benefici- 
aries, except the widow, are not carved 
out of the residuary estate.” 


Jt also noted, 


“The life beneficiaries’ trusts, with the 
exception of the widow, are for a specified 


sum of income. In the cases adjudging 
apportionment, there was no_ limitation 


placed by the testator upon the amount of 

income paid to the life beneficiaries * * *. 

This fixation or limitation upon the sums 

payable to the life beneficiaries, other than 

the widow, distinguishes the factual situa- 
tion here from those present in which ap- 
portionment has been decreed.” 

From its analysis and consideration 
of the will and the attendant circum- 
stances, the Court ruled that it was 
unable to infer that the testator in- 
tended apportionment in the event that 
the stock became unproductive. 

By an earlier decision in this estate 
(46 N. Y. Supp. 2d, 828, January 22, 
1944) the Court had held that the 
beneficiaries under certain paragraphs 
of testator’s will were entitled to annual 
net income only to the extent earned 
by each of the various trusts in each 
year. 

It appeared that between the time of 
testator’s death and the sale of stock 
there was an increase in the surplus 
accounts of the corporations, and in 
addition dividends were paid there- 
from, which inured solely to the benefit 
of the residuary legatees. When the 
stock was sold, the purchaser acquired 
an undivided one-half interest in the 
corporations’ surpluses. 

The Court noted that in the .Jatter 
of Densen’s Estate (163 Misc. 232, 296 


209 N.Y. 450; Matter of Schae ‘y? Vv 78 App. Div. 117, aff'd, 


224 N.Y 


6 See Harvare Law Review, April, 1948, p. 721. 
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N.Y.S. 567) it was held that the life 
beneficiary was entitled to the surplus 
profits from date of death of testator to 
date of sale of the corporate stock. 

The Court also cited the Matter of 
Schaefer (178 App. Div. 117, 165 
N.Y.S. 19, affd., 222 N.Y. 333, 118 
N.E. 1076), where the total sale in- 
volved one-half of the issued stock, a 
portion of which belonged to the estate. 
The sale there was made to the corpora- 
tion itself and was therefore in effect a 
liquidation of one-half of the corpora- 
tion’s outstanding capital stock. It was 
held that the life tenant was entitled, 
so far as the sales price received repre- 
sented accumulated undistributed prof- 
its earned since the creation of the trust, 
to an apportionment. Also, in the 
Matter of United States Trust Com- 
pany of New York (190 App. Div. 494, 
180 N.Y.S. 12, aff'd., 229 N.Y. 598, 
129 N.E. 923), involving the sale of 
stock after retention in a trust for a 
period of approximately thirty years, 
it was held that the life beneficiaries 
were entitled to the aggregate earnings 
traced as having been accumulated dur- 
ing the period of the trust. That hold- 
ing was based upon the finding that 
the sale was analagous to a dissolution 
of the corporation. 

Although it noted that the facts in 
this case differed somewhat from those 
in the Densen, Schaefer and Matter of 
United States Trust Company of New 
York cases, supra, the Court stated that 
the underlying principles of law were 
the same. 

Therefore, in order to give the trust 
beneficiaries the income intended by 
testator, and to avoid the inequity of 
remaindermen gaining at the expense 
of fixed income beneficiaries, the 
Court directed that the estate’s share, 
or one-half of the net amount earned 


and credited to the surplus accounts 
of the corporation from the date of 
death and ending with the last fiscal 
period prior to the sale of the stock, 
shall be deemed to be income and de- 
ducted from the sale price of the stock, 
and that when such sums have been 
determined, each year is to be treated 
separately, and the funds credited to 
the surplus account in each year con- 
sidered as independent funds. 

The income of such yearly funds 
over and above the sums required to 
restore to surplus accounts the deficit 
in the prior year or years to extent 
possible was directed to be applied first 
to income administration expenses and 
then to the beneficiaries in the order 
designated by the Surrogate. 


Conclusion 


The foregoing are but a few of the 
many questions arising in a proper ac- 
counting for the interests in corpus and 
income. For certain problems general 
rules have been established by statute, 
others by case law. It would be con- 
venient to have a well-established gen- 
eral rule for at least every common 
type of problem but such a state is not 
to be hoped for. After all, we are 
dealing with the disposition and use of 
rights to every conceivable kind of 
property transferable by settlors and 
testators and under infinitely varied 
circumstances, motives and intentions. 
That is why it is so important to con- 
sider each problem in relation to the 
terms of the trust involved. What may 
be the general rule in one trust may be 
the exception in another. Therefore, 
in preparing or auditing fiduciary ac- 
counts, it is again urged that all ques- 
tions as to the applicable law be re- 
ferred to legal counsel for instruction 
and advice. 
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Apportionment of Estate Taxes Under 
Section 124 of the New York 
Decedent Estate Law 


By Aprauam J. Brivorr, C.P.A. 


I is my intention to discuss herein the 
problems encountered by fiduciary 
accountants in connection with the ap- 
plication of the provisions of Section 
124 of the New York Decedent Estate 
Law. 

Schedule “J” of the form of the Exe- 
cutors Account of Proceedings for an 
estate whose affairs are being admin- 
istered in the New York County Sur- 
rogate s Court is described as follows: 

“Schedule J, hereto annexed, contains a 
statement showing all estate taxes assessed 

(us or me) upon or 
any property required to be 
cluded in the gross estate of the decedent 


in respect 


under the provisions of the Tax Law or 
under the provisions of any United States 
Revenue Act. 


“This schedule also contains a computa- 
tron setting forth the proposed allocation ot 
taxes paid and to be paid and the amounts 
due the estate from each person in whose 
a tax payment has been made and 
also the proportionate amount of the tax 
paid by each of the named persons inter- 
ested in this estate or charged against their 

interests, as provided in Section 
124 f the Decedent Iistate Law.” (em- 
supplied ) 


respective 
phasis 

Death taxes are of two types—the 
one imposes a tax on the privilege of a 
decedent to transmit property; the other 
is a levy upon the privilege of an heir 


Apranam J. Brivorr, C.P.A.,, has 
been a member of the Society since 
1941 and is a member of the So- 
iety’s Committee on Fiduciary Ac- 
g. Ile isa partner of Apfel & 
Ienglander, C.P.A’s., and an instruc- 
tor of Estate Accounting in the eve- 
ning session of The City College 
(New York) School of Business and 
Civic Administration, 
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or legatee to inherit property. The pres- 
ent New York estate tax and the Fed- 
eral estate tax laws are both of the 
former type. 


Prior to the enactment of Section 
124, taxes on the privilege of a decedent 
to transmit property were chargeable to 
the residuary estate of the decedent. 
with the inequitable result that, in the 
absence of a specific direction to the 
contrary, the residuary legatee was re- 
quired to shoulder the entire burden of 
such estate taxes, whereas all other per- 
sons receiving taxable property by rea- 
son of the death of the owner had no 
obligation to contribute towards their 
payment. Section 124 changed this and 
requires all persons whose property or 
benefits are required to be included in 
a decedent's taxable estate to bear an 
allocated share of the total tax burden. 
(f course, the effect of Section 124 can 
be avoided in whole or in part by a 
testator’s direction to the contrary in 
his will, 


Section 124, insofar as is applicable 
herein, states as follows: 


“Whenever it appears upon any account- 
ing, or in any appropriate action or pro- 
ceeding, that an executor ... or other per- 
son acting in a fiduciary capacity, has paid 
a death tax ... upon or with respect to 
any property required to be included in 
the gross estate of a decedent .. ., the 
amount of the tax so paid, ercept in a case 
where a testator otherwise directs in his 
will, and except ina case where by written 
instrument executed inter vivos direction 
is given for apportionment within the fund 
of taxes assessed upon the specific fund 
dealt with in such inter vivos instrument, 
shall be equitably prorated among the per- 
sons interested in the estate to whom such 
property is or may be transferred or to 
whom any benefit accrues”. (emphasis sup- 


plied) 
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This legislative enactment was held 
not to be in conflict with the Internal 
Revenue Code with the result that the 
Federal estate tax is also required to 
be apportioned thereunder. 

The following illustrative apportion- 
ment, based upon the calculations in- 


The Pertinent Facts: 


cluded in the Account of Proceedings in 
an actual New York County estate is 
submitted herewith, in order to point 
up some of the problems which may be 
encountered in connection with the al- 
location of taxes pursuant to Section 
124: 


Estate of Henry Baker, Deceased 


Gross testamentary estate, after deducting debts and expenses............. $6,840,000 
Deduct: Charitable interests as computed for Federal and State estate tax 
Add: Inter vivos gifts included in the taxable estate, inasmuch as they had 
been held to have been made in contemplation of death............ 250,000 
Net taxable estate for Iederal estate tax purposes, before deducting the 
Deduct: Exemption against the first tax bracket allowed for New York State 
estate tax purposes, by reason of property passing to widow of 
Net taxable estate for Siate estate tax purposes: $5,540,000 
Ratio of Federal Estate Tax to Net Taxable Estate for Federal Estate tax 
($1,946,000 — $5,560,000. See Note (1) herein as to reasons for 


calculating ratio on basis of estate before exemptions) 
New York State estate tax determined to be 


Ratio of New York State Estate Tax to Net Taxable Estate for New York 
State Estate tax purposes calculated to be 


determined as follows: 
Tax on $5,560,000 (the net taxable estate before de- 


ducting: any” $556,000 
Deduct: Reduction in tax resulting from the exemp- 

tion allowed by reason of property passing to the 

widow of deceased ($20,000) and tax saving thereon 

at F%. (the first bracket rate)... 200 
New York State estate tax is therefore............ $555.800 


The percentage generally applicable 
to interests passing upon the death of 
Mr. Baker is therefore 10% ($556,000 
+ $5,560,000) and, as will be seen in 
the accompanying solution, the reduc- 
tion in tax resulting from the exemption 
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($200) is applied in reduction of the 
amount of New York State estate tax 
apportioned to Mr. Baker's widow, 
Mary Ann Baker. ( See Note 7, below. ) 

The accompanying table sets forth 
the allocation made by the executors: 
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Reference Notes 


‘The following reference notes to the 
accompanying allocation table will help 
tu explain the application of Section 124 
thereto as well as to explain the calcula- 
tions involved therein : 


Note 1: The apportionment is made 
on the basis of the benefits received. 
Inasmuch as the Federal estate taxes 
amounted to 35% of the net taxable 
estate for Federal estate tax purposes 
(before exemptions), each of the leg- 
acies and gifts not exempt from Fed- 
eral tax is subjected to a Federal tax of 
35%. Reference to the specific exemp- 
tions allowed for the purpose of the 
basic tax ($100,000) and for the addi- 
tional tax ($60,000) has been omitted 
in the determination of the ratio of Fed- 
eral tax to the benefits received. This 
is proper because the aforementioned 
exemptions are allowed against the 
estate as a whole, and not against 
specified interests or property. Thus, 
each person interested in the estate is 
entitled to share in the exemptions in 
proportion to his interest. Inasmuch 
as the tax of $1,946,000 has already 
been reduced by the exemptions al- 
lowed. by apportioning this “‘reduced”™ 
tax each of the persons interested en- 
joys a proportionate abatement in the 
amount of the tax allocated to him. 


Note 2: Personal property with an 
aggregate value of $20,000 had been 
bequeathed to the City Museum of Art, 
subject to a life estate for the testator’s 
widow, Mary Ann Baker. The value of 
the intervening life estate was deter- 
mined by the various tax authorities to 
be $10,000 with the resultant value of 
the remainder to charity (the Museum ) 
of $10,000. Inasmuch as the bequest to 
the City Museum of Art is exempt from 
estate taxes, no Federal tax is allocated 
to the remainder interest. The 35% 
estate tax is, however, allocable to the 
non-charitable life interest—thus Fed- 
eral taxes in the amount of $3,500 are 
allocated thereto. It is to be noted that 
this tax of $3,500 is, in effect, charged 
to the City Museum of Art, pursuant 


to that portion of Section 124 which 
states, as follows: 

Migaststete where a trust is created, ...... 
the tax on both such temporary interest 
and on the remainder thereafter shall be 
charged against and be paid out oi the 
corpus of such property or fund without 
apportionment......... 

It is important to note that the statute 
requires that the estate taxes be charged 
to the corpus of the trust notwithstand- 
ing the fact that the remainderman is a 
charity which would ordinarily be ex- 
empt from tax. Thus, in this instance, 
it is the City Museum of Art which 
bears the burden of the tax on the value 
of the life estate, $10,000. (See Note 
10, below. ) 

Note 3: In the determination of the 
net estate for Federal and State estate 
tax purposes the value of interests pass- 
ing to charities is excluded, inasmuch 
as such legacies are not subject to State 
or Federal taxes. Thus, no tax has been 
allocated to the charitable interests pass- 
ing either absolutely or as a remainder 
upon the termination of the life estate 
of Mary Ann Baker. 

Note 4: Section 124 requires appor- 
tionment of taxes against all persons 
who receive benefits (other than lite 
estates) from property required to be 
included in the gross estate of a dece- 
dent. As is generally known, the net 
estate subject to tax includes gifts made 
by the decedent held to have been made 
in contemplation of death and life insur- 
ance on the life of the decedent payable 
to beneficiaries other than the estate— 
which do not pass through the hands of 
the fiduciaries. Section 124 authorizes 
the fiduciary to compel contribution for 
the proportionate amount of estate taxes 
from the donee of an inter vivos gift or 
beneficiary of insurance proceeds. Thus, 
in the accompanying table, Mrs. Baker 
and Mrs. George were each charged 
with the amounts of estate taxes appli- 
cable to their inter vivos gifts. 

Further, with respect to gifts in con- 
templation of death, the question arises 
as to whether the credit allowed against 
the Federal estate tax for gift taxes paid 
by the decedent at the time of the inter 
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vivos gift serves to reduce the estate 
taxes allocable to the donees of the inter 
vivos gifts only, or whether the credit 
will reduce the tax allocable to all bene- 
ficiaries. It has been held that the credit 
for gift taxes inures to the benefit of the 
entire estate, and not solely to the 
donees of the inter vivos gifts. 

Note 5: In this instance annuities of 
a fixed amount were payable to various 
beneficiaries, and the sum remaining 
from the principal sum of $200,000 
would be paid over to a charitable or- 
ganization ( Park Hospital). The inter- 
est of the beneficiaries herein is dis- 
tinguishable from that of the benefici- 
aries referred to in Note 2, above; in 
this case an invasion of principal is 
possible, whereas there a mere interest 


able out of the principal of a fund, the 
tax is immediately charged against the 
principal of the fund, and then reim- 
bursed annually by the annuitant. It is 
to be especially noted, however, that 
where annuities are payable out of in- 
come alone, the annuitant need not re- 
imburse the corpus for the tax paid. 


Note 6: The foregoing discussion 
under Note 1, above, is equally applica- 
ble here. The rate used here, however, 
is 10%—this being the average rate of 
New York State estate tax generally 
applicable to interests passing by reason 
of the death of Mr. Baker, as explained 
above. 


Note 7: The New York State estate 
tax allocable to Mary Ann Baker, with 


in income was involved. It has been respect to the Cash Legacy of 
held that where an annuity may be pay- $1,500,000, was determined as follows: 
Tax thereon at average rate generally applicable (10%)...........eeeeees $ 150,000 

Less: Reduction in tax resulting from exclusion from first tax bracket of 

the amount of the exemption ($20,000) for property passing to the widow, 

resulting in a tax reduction to be credited to the widow of 1% otf the 


and to the inter vivos gifts from the 
cash and residuary legacies. 

Thus, the unpaid balance was com- 
puted as follows: 


Note 8: The amount shown here is 
the net amount payable to Mrs. Baker 
aiter deducting the amount of tax ap- 
portioned to the legacy of personalty 


Unpaid: balance of cash lesacy) $ 220,200 
Unpaid balance of residuary legacy ........0ccccesecences 337,000 
Deduct estate taxes allocable to: 
Weé-unpaid. legacy. $ 444,700 
The same result could be produced by the following calculation : 
Net Value of Interests After Taxes: 
S490 of Residuaty. Pstate 1,232,000 
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Amounts Previously Paid: 
As per Schedule F: 
Re: Cash Legacy 
Re: Personalty 


Re: Residuary Legacy 


As the Inter vivos Giit 


Total Previously Paid 


Net Unpaid Legacy ... 


Note 9: As had been indicated previ- 
ously (Note 4, above), the fiduciary is 
entitled to recover, from the persons 
interested, the proportionate amount of 
estate taxes payable with respect to 
property required to be included in the 
gross taxable estate, but which does not 
come into the possession of the executor 
as part of the estate required to be ad- 
ministered by him. 

In the instant case, Mrs. George re- 
ceived an inter vivos gift in the sum of 
$90,000. The estate taxes allocable 
thereto amounted to $40,500. Inasmuch 
as there is no legacy remaining unpaid 
to Mrs. George, she is required to repay 
to the fiduciary the amount of the tax 
so allocated to her. 

Where the proceeds of life insurance 
policies are involved, the apportioned 
amounts may be recovered either from 
the insurance company (where the pay- 
ment has not been made) or from the 
beneficiaries (where the proceeds have 
been paid to them). A recent decision 
of the Appellate Division holds that the 
fiduciary may not recover the allocated 
tax from the insurer where the amount 


Unpaid balance of residuary legacy 


Net unpaid balance 


The foregoing illustrative example 
discusses most, if not all, of the prob- 
lems which occur with frequent regu- 
larity in connection with estate tax 
apportionment. Several additional prob- 
lems may confront the accountant in 
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Deduct: Tax allocated to life interest of Mary Ann Baker... 


90,000 
895,000 
$1,590,000 
160,000 
1,750,000 


due under the policy had been paid to 
the beneficiary ; this matter should not 
be considered as finally settled, inas- 
much as an appeal from this decision is 
probable. 

Similarly, inasmuch as New York 
law vests title to the decedent’s realty 
in the heirs (in an intestacy) or in the 
devisees (in testate succession) rather 
than in the administrator or executor, 
the fiduciary :s required to recover the 
allocated portion of estate taxes from 
the heirs or devisees. 

Where the value of property subject 
to a power of appointment is required 
to be included in the donee’s estate, the 
fiduciary of his estate faces a similar 
recovery problem. Title to the assets 
passing under the power of appointment 
does not ever vest in the fiduciary of the 
donee’s estate; thus he is compelled to 
recover the apportioned taxes from 
those persons to whom this property 
passes by reason of the donee’s death. 


Note 10: The amount remaining un- 
paid to the City Museum of Art has 
been calculated as follows: 


connection with the apportionment of 
estate taxes: 

1. Taxes levied by a foreign state on 
property located in said state but owned 
by a decedent domiciled in New York, 
are not within the provisions of Section 
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124. Where such taxes are required to 
be paid in connection with the admin- 
istration of the property, they will be 
treated as an expense of administration. 
However, the Federal and New York 
estate taxes on all property, no matter 
where situated, are subject to appor- 
tionment. 


2. Two questions may arise where 
interest has been asserted for non-pay- 
ment of the tax on the due date. These 
questions are: 

a) Is the interest chargeable to corpus or 

income, or to both corpus and income? 

b) Assuming that a portion, at least, of 

the interest is chargeable to the prin- 
cipal of the estate, is such interest sub- 
ject to apportionment: 


With respect to item (a), above: 
Recent cases charge the income of the 
estate to the extent of the actual earn- 
ings upon the estate assets required to 
pay the tax. Thus, where the payment 
of the tax was delayed for one vear and 
where, during the year, the estate 
earned income on its assets at an aver- 
age rate of 3.5%, then interest on the 
tax deficiency to the extent of 3.5% of 
the deficiency would be chargeable to 
the income of the estate; the remainder 
of the interest paid would be charged 
to the corpus of the estate. 

With respect to item (b), above: The 
interest charged to the corpus of the 
estate is to be added to the tax itself 
and apportioned together. 

Of course, where the fiduciary was 
negligent in the filing of the required 
return or the payment of the tax, the 
interest and/or penalties would prob- 
ably be chargeable to the fiduciary, per- 
sonally. 


3. Where the New York estate tax 
has been prepaid, with the resultant dis- 
count for prepayment, it has generally 
been held that this discount is not to be 
apportioned among the persons inter- 
ested in the estate but is to be credited 
to the residuary estate in its entirety. 
Where the will directs that the residue 
is to be put into trust, this discount is 
credited to the income thereof. How- 


ever, the Courts have directed that a 
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proper portion of the discount for pre- 
payment be credited to non-testamen- 
tary interests, where these interests 
have contributed to the advance pay- 
ment of the tax. 


4. The cases have consistently held 
that the Courts are not a reviewing 
body to redetermine what should have 
been done by the taxing authorities, but 
begin their work after the taxing au- 
thorities have fixed the gross tax. The 
Courts, in determining the apportion- 
ment of estate taxes, do not review 
whether a transfer was taxable or non- 
taxable, nor do they review the valua- 
tion of transfers determined by the tax- 
ing authorities. Thus, where a decedent 
made three simultaneous transfers, each 
of 1,000 shares of stock, and the Federal 
authorities made a compromise deter- 
mination that only 1,500 shares were to 
be included in the gross taxable estate, 
each of the respective donees was 
deemed to have received 500 shares 
with a resultant tax burden on each of 
the donees equal to one-third of the 
aggregate tax imposed against the 
transfers. 


As frequently happens, different valu- 
ations may be determined by the Fed- 
eral and state taxing authorities. In 
such instances, the bases for the appor- 
tionment of the Federal tax would be 
different from those used for the appor- 
tionment of the state tax. 


5. The accompanying illustrative ap- 
portionment, relative to the Estate of 
Henry Baker, Deceased, was not af- 
fected by the estate tax provisions of 
the Revenue Act of 1948, inasmuch as 
Mr. Baker died before January 1, 1948. 
This Revenue Act would have the fol- 
lowing application to the problem of 
apportionment of Federal estate taxes 
pursuant to Section 124: 

a) To the extent that the interest passing 
to the decedent’s spouse is excluded 
from tax by reason of the marital de- 
duction provisions of the Code, no Fed- 
eral tax would be apportioned thereto. 
Where the interest to the surviving 
spouse includes the proceeds of life in- 
surance, property over which the de- 
ceased spouse had a power of appoint- 
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as well as other property, and 
» the marital deduction limitation 


of 50% oi the adjusted gross estate is 
applicable, the marital deduction is con- 
sidered to apply first against the pro- 
ceeds of the life insurance, then against 
the appointed property and finally 


against the other property passing to the 


surviving spouse. Thus, assume an 
adjusted gross estate amounts. to 


$300,000, including: 


Life insurance payable to the 


surviving spouse ........ $100,000 
Property appointed to the 
surviving spouse ........ 40,000 


Other property: 


Jequeathed to surviving 


Bequeathed to others.... 100,000 
Total 


The marital deduction is limited to 
$150,000, and is applied first against the 
life insurance proceeds ($100,000), then 
against the appointed property ($40,000), 
and finally against the other property 
(to the extent of $10,000); with the re- 
sult that the Federal estate tax applica- 
ble to the surviving spouse's interest 
would be apportioned only against the 
testamentary property, (to the extent 
of $50,000) passing to the surviving 
spouse. 

As had been indicated previously, the 
apportionment direction in Section 124 
does not apply in “a case where a testa- 
tor otherwise directs in his will...” It 
is obviously not within the province of 
the professional accountant to suggest 
the appropriate provisions of a will 
which may negate the apportionment 
direction contained in the statute ; coun- 
sel should always be consulted in this 
connection. 

Examination of various reported 
cases indicates that two types of clauses 
may be included in the will to accom- 
plish the objective of avoiding the effect 


of the provisions of Section 124. One 
seeks to provide for a charge to the 
residuary estate for all estate taxes on 
all property subject to such taxes 
whether or not passing pursuant to the 
provisions of the will; the other desires 
to effect a result whereby non-testamen- 
tary property subject to estate tax 
(inter vivos gifts, life insurance pro- 
ceeds payable to named beneficiaries, 
etc.), should bear its burden of taxes, 
but that the taxes payable on legacies 
or devises should be chargeable to the 
residuary estate. Various decisions in- 
dicate that provisions in the will which 
seek to avoid (in whole or in part) the 
provisions of Section 124 will be liter- 
ally and strictly interpreted. 

Of course, a will may contain a pro- 
vision directing that the estate taxes be 
paid out of the residuary estate in a 
case where the residuary estate is either 
non-existent or insufficient to pay the 
estate taxes in full. In such a case, the 
estate taxes not satisfied from the resid- 
uary estate would be equitably appor- 
tioned among all legatees, devisees and 
non-testamentary beneficiaries. It is 
only where the will expressly (or by 
very clear and strong inference) pro- 
vides that certain legacies are not to be 
impaired by taxes under any circum- 
stances (short of an insufficiency in the 
net estate) that certain legacies will be 
freed from the burden of their allocated 
share of estate taxes, and then the allo- 
cations would be only among the other 
legacies and property. 

Obviously, the public accountant 
should not undertake to apply the perti- 
nent provisions of the will in an appor- 
tionment problem without receiving 
opinion from counsel for the estate as 
to the nature and significance of the 
testamentary direction relating to the 
apportionment of estate taxes. 
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Trustees’ Commissions Under the 1948 Law 
By EMANUEL SAXE, C.P.A. 


A LITTLE more than five years ago In brief, these 1948 enactments dem- 

the New York law governing onstrate a clear intention to return to 
trustees’ commissions was the subject the system of compensating trustees, 
of a sweeping revision,! despite vigor- based upon receipts and payments of 
ous opposition thereto by the New _ principal, which existed for many years 
York Surrogates’ Association and vari- prior to the 1943 revision. However, 
ous bar associations. Meanwhile, the a vestige of the latter is yet to be found 
intervening interval provided a suffi- in the retention of an annual additional 
cient period of time during which to principal commission computed at re- 
test the validity of the viewpoint of the duced rates and subject to certain ceil- 
opponents of this legislation. The re- ings with respect to the aggregate 
sult is evident in the current legislative amount thereof. With one exception, 
revision.? hereinafter discussed, the scheme of 
computing income commissions re- 
mains virtually unchanged. 


EMANUEL SAXE, C.P.A., is Man- 
aging Editor of The New York 


Certified Public Accountant and Di- incipal Commissions 


rector of Technical Services and Rates of Commission 
Research for the Society. He is also In language that parallels that em- 
Chairman of the Society’s Commit- | braced in Section 285, S.C.A.,° the 


tee on Education and a former trustee is now allowed the following 
Chairman and present member of its principal commissions upon the settle- 


Committee on Fiduciary Account- | ment of his account: 

ng. Ne ; “(a) For receiving and paying out all sums 
Dr. Saxe is Professor of Account- of money constituting principal not 

ancv at The City College (New exceeding two thousand dollars, at the 


rate of six per centum; 
‘(b) For receiving and paying out any ad- 
ditional sums of principal not amount- 


York) School of Business and Civic 
Administration. He is a specialist in 


the field ot Fiduciary _Accounting ing to more than ten thousand dollars, 
and has written extensively on the at the rate of three per centum; 

subject. He is also a member of the “(c) For receiving and paying out all sums 
New York Bar. of principal above twelve thousand dol- 


lars, at the rate of two per centum.”+ 


1 Laws of 1943, Chapters 694 and 695, enacted April 23, 1943, effective September 1, 1943. 
See, also, amendments thereto enacted in Laws of 1944, Chapters 138, 139 and 141, effective 
March 13, 1944. 

2 Laws of 1948, Chapter 582, repealing Section 285-a of the Surrogate’s Court Act (as 
added by Chapter 694 of the Laws of 1943 and as last amended by Chapter 404 of the laws 
of 1947 ) and substituting therefor a new Section 285-a. 
similar companion piece of legislation, revising the law regulating the commissions 
of trustees of an express (inter vivos) trust, was simultaneously enacted in Chapter 594, and 
substituted a new Section 1548 of the Civil Practice Act in place of the former section, which 
was added by Chapter 695 of the Laws of 1943, and amended by Chapter 141 of the Laws 
of 1944. Both bills were enacted on March 29, 1948, and became effective on April 1, 1948. 

For the sake of brevity and ee all references herein are to the pertinent provisions 
of the new Section 285-a, S.C.A., governing commissions of testamentary trustees. Parallel 
references with respect to trustees of an express trust are also to be found in the new Section 
1548, C.P.A. 

>The unchanged section, regulating the commissions of executors, administrators and 
guardians. 

+ New Section 285-a, subd. 1. These rates are the same as those prescribed in subd. 2 for 
the computation of annual income commissions. 


1948 507 


The New York Certified Public Accountant 


It will undoubtedly be held that the 
large body of case law with respect to 
receiving and paying commissions, as 
developed under this old section, will 
be applicable to the new one. 

The same is probably true of subdivi- 
sion 10 of the new section, which re- 
stores to trustees the effect of subidvi- 
sion 5 of old section 285, in the 
following language: 

“The value of any real or personal prop- 
erty, to be determined in such manner as 
the surrogate may direct, and the increment 
thereof, received, distributed or delivered, 
shall be considered as money in making 
ymputation ot commissions. 


II—Annual Additional Principal 
Commissions 


Rates of Commission 

In addition to the regular commis- 
sions for receiving and paying principal 
and the annual income commissions, 
the trustee is entitled to annual addi- 
tional principal commissions at the 
following rates: 

“One dollar per thousand dollars or 
major fraction thereof on the first fifty 
thousand dollars of principal: 

“Forty-five cents per thousand dollars 
or major fraction thereof on the next three 
hundred and fifty thousand dollars of prin- 
cipal ; 

“Thirty cents per thousand dollars or 
major fraction thereof on all additional 
principal."’5 
If the final period for which these 

commisions are payable is less than 
twelve (12) months, the amount there- 
of is proportionately reduced. 

They may not be allowed or retained 

with respect to any trust year ending 
prior to April 1, 1948.° 


Annual Rest 
These additional principal commis- 
sions may be retained annually by a 
trustee, without the rendition of a for- 
mal accounting, provided that he fur- 
nishes, annually, to each person inter- 
ested in the principal of the trust who 
5 New Section 285-a, subd. 3. 
6 Jbid., subd. 9 (d). 
7 Ibid., subd. 4. 
8 Jbid., subd. 3. 
9 Ibid., subd. 8. 
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shall request it, a statement showing 
the principal assets on hand at the end 
of such trust vear and the amount of 
these commissions retained for such 
year.’ 

Failure on the part of a trustee to 
retain these commissions at the time 
when he becomes entitled to them shall 
not be deemed to operate as a waiver 
thereof. 


Base for Computation 

These commissions are computed 
upon the principal of the trust at the 
end of each trust year for which they 
are payable. At that time, for the pur- 
pose of making the computation, the 
value of any principal asset, when re- 
ceived (i. e., the inventory value or 
cost, if purchased, as the case may be), 
must be used as its presumptive value 
unless the trustee then elects to use its 
actual value.$ 

However, since these commissions 
may be retained by the trustee solely on 
the basis of the informal annual rest, the 
amount thereof, retained or claimed, 
may be challenged by any party in inter- 
est upon the settlement of the trustee’s 
account in which they are claimed as 
credits. At that time, the burden of 
proving that the actual value of any 
principal asset differs from its pre- 
sumptive value is upon the trustee or 
other party claiming such difference. 


Maximum Commissions 

The total annual principal commis- 
sions received by a trustee with respect 
to any trust, including any and all an- 
nual princtpal commissions received by 
him after September 1, 1943, must not 
exceed 3% of the principal of the trust 
received by the trustee, valued at the 
time of its receipt.? If two trustees have 
been serving together, the “ceiling” rate 
in the foregoing formula is 2!4°%, each; 
in the case of three or more, it is 2%, 
each. 
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The term, “principal of the trust re- 
ceived by the trustee,” as used in this 
eighth subdivision of the new section 
is defined thereby to mean, 

“The principal of the trust received by 
the trustee upon his qualification and any 
principal subsequently added to the trust 
but shall not include any increase in the 
value of the assets comprising the trust, 
whether realized or unrealized.” 


III—Income Commissions 


Rates of Commission 
The new law continues the rates pre- 
viously applicable to the computation of 
the annual income commission,!? viz., 
6% on the first $2,000 of income collected 
in each year; 
3% on the next $10,000 of income collected 
in each year; and 
2% on the balance of income collected in 
each year. 
Annual Rest 
These income commissions may be 
retained annually by the trustee, with- 
out the rendition of a formal account- 
ing, provided that he furnishes, annu- 
ally, to each income beneficiary, a 
statement or statements of all his re- 
ceipts and disbursements of income 
during the trust year, and indicating 
therein the amount of these income 
commissions retained for such year.!! 
Failure on the part of a trustee to re- 
tain income commissions at the time 
when he becomes entitled to them does 
not operate as a waiver thereof, pro- 
vided that sufficient income has been 
retained for the purpose from the par- 
ticular year in question; they may not 
be paid out of income on hand in re- 
spect of any other trust year. 


Treatment of Rental Income 


The new law makes a fundamental 
change in the rule with respect to the 
computation of income commissions 
upon rental income, as it existed prior 
to September 1, 1943. The Swarts- 
Schinasi rule (277 N.Y. 252), which 


10 Ibid., subd. 
Tbid., subd. 
Ibid., subd. 


used to permit the computation of in- 
come commissions upon the basis of 
gross rentals, has not been retained 
Instead, the new statute now specific- 
ally prescribes!* the use of ‘‘the net 
amount of rents collected and not the 
gross amount” in making computation 
of annual income commissions. 

Presumably, the term, “the net 
amount of rents collected,” must now 
be deemed to be synonymous with “net 
rents,” as defined by Surrogate Dele- 
hanty, as follows: 

. the amount distributable beneficially 
to the persons interested in the estate and 
hence is the balance left after payment of 
housekeeping charges, mortgage interest, 
taxes, water rents, brokerage, management 
expenses and every other operating charge, 
plus the Ry per cent charge on the 
SFOss ...- 
1V—_Special Rules for “Perpetual” 

Trusts 

In the interest of clarity of expres- 
sion, the provisions of the statute, rela- 
ting to the so-called perpetual (chari- 
table) trusts, have been substantially 
revised in the new section.!* 

“During the continuance of a trust not 
measured at any time directly or indirectly 
by a life or lives and during the period of 
continuance of a trust after the termination 
of the measuring life or lives the trustee 
shall be entitled to and may retain com- 
missions from income in an amount an- 
nually equal to seven per centum of the 
first two thousand dollars of income col- 
lected in each year and in an amount 
annually equal to five per centum of the 
balance of income collected in each year. 
In the case of a trust not measured at any 
time directly or indirectly by a life or lives 
the trustee shall not be entitled to any com- 
mission from principal.” 

During the period of a measuring 
life or lives, the trustee of 2 trust which 
continues thereafter without limitation 
is entitled to annual income commis- 
sions at the rates hereinabove provided, 
as well as the annual additional prin- 
cipal commissions and the principal 
commission for receiving (only) the 
principal. 


13 Matter of Schinasi, 161 Misc. 636, 643; aff'd., 252 A.D. 82, 83-84. 


14 New Section 285-a, subd. 5 
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V—Multiple Commission Rules 


Principal Commissions for “Receiving 
and Paying,” and Annual Income 
Commussions 
It (1) the gross value (2) of the 

principal (3) of the trust accounted for 

(4) amounts to $100,000 or more, and 

more than one trustee has been serving 

as such, each trustee is entitled to full 
commissions for receiving and paying 
out principal and for collecting income, 
unless there are more than three, in 
which case three full commissions must 
be apportioned among al! those serving, 
according to the services rendered 
them respectively.!> 

In the event that the said gross value 

less than $100,000, and more than 
one trustee has been serving as such, 
the compensation allowable to a single 
trustee for receiving and paying out 
principal and for collecting income 
must be apportioned among all those 
serving, as aforesaid. 

“Perpetual” Trusts 
The same rules as were enunciated 

in the preceding paragraph are appli- 

cable to trustees of ‘perpetual’ trusts, 
except that the maximum number of 
commissions to bé apportioned among 
those serving is two, and not three.!° 


Annual Additional Principal 

Commissions 

Since the additional principal com- 
missions may be retained annually, 
without the necessity of rendering a 
formal accounting, the third of the four 
requirements set forth in the first sub- 
division of this discussion of the multi- 
ple commission rules, namely, the 
phrase, “of the trust accounted for,” 
becomes inappropriate as a test for this 
purpose. Instead, the statute is made 
to read, “If the value of the principal 
of the trust amounts to one hundred 


15 [hid., subd. 6(a). 
16 Jbid.. subd. 6(a). 
17 Jhid., subd. 6(b). 
18 See part II, supra. 
1° New Section 285-a, subd. 9(a). 


thousand dollars or more at the end of 
the period for which an annual prin- 
ctpal commission is payable...” 

This determination must be made as 
of the end of each trust vear and, pre- 
sumably, the same principles!® which 
are then applicable in the determination 
of the value of the fund for the purpose 
of computing a single commission are 
also applicable for the multiple com- 
mission determination. 


Transition Rules 

Since this new law, governing the 
computation of trustees’ commissions, 
prescribes substantial departures from 
the principles set forth in the predeces- 
sor statute, it is likewise proper that it 
should also prescribe the following 
rules to be employed in effecting the 
transition from the former to the pres- 
ent statute. 

Commissions for “Receiving and Pay- 
ing” or for “Distributing” Principal 
A trustee who, prior to April 1, 1948, 

has been allowed or has retained com- 

missions for receiving and paying out 
or for distributing any item of princi 
pal, is not entitled to any further com- 
missions on such item.!9 

If, prior to April 1, 1948, a trustee 
has been allowed or has retained any 
commissions on any item of principal 
received but not paid out or distributed 
by him, he is not entitled to any further 
receiving commissions with respect to 
such item.?? 

Annual Income Comimissions 
A trustee who, prior to April 1, 

1948, has been allowed or has retained 

commissions on any item of income (a) 

received and paid out by him prior to 

September 1, 1943, or (b) collected by 

him subsequent thereto, shall be en- 

titled to no further commissions 
thereon.?! 


20 [bid., subd. 9(b). This includes all receiving commissions on principal, whether paid 
prior to September 1, 1943, or on or after this date. 
21 Jbid., subd. 9(e). Peculiarly enough, the new law does not cover income collected on 


September 1, 1943. 
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Annual Principal Commissions 


The predecessor trustees’ commis- 
sions statute, effective September 1, 
1943, introduced a new concept—the 
annual principal commissions—in re- 
placement of the former “receiving and 
paying” commissions on principal. As 
previously noted, the present law re- 
stores the “receiving and paying” com- 
missions. but also continues the annual 
(additional) principal commission in 
modified form. 

In the intervening period, i. e., be- 
tween September 1, 1943, and April 1, 
1948, 


(1) a trustee may have been allowed 
by decree or may have retained 
full annual principal commis- 
sions, or 

(2) a trustee may not have retained 

the said annual principal com- 

missions, although entitled there- 
to, or 

a trustee may not have been per- 

mitted to retain any annual 

principal commissions, to which 
he would otherwise have been 


entitled, until the aggregate 
thereof, not withdrawn, 


equalled either the amount of all 
principal commissions awarded 
prior to September 1, 1943, or 
the amount of any receiving 
commissions On principal award- 
ed thereafter. 


The Legislature recognized the high 
desirability of putting all such trustees 
on substantially the same basis. Bear- 
ing in mind the fact that the annual 
additional principal commissions allow- 
able under the new statute are approxi- 
mately one-half of the corresponding 
commissions provided by the predeces- 
sor statute and, also, that the receiving 
and paving commissions on principal 
have been retroactively restored, the 
foregoing objective was accomplished 


22 Ibid., subd. 9(c). 
23 Jbid., subd. 7. 

24 Ibid. 

25 Jbid., subd. 11. 
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in the following provisions of the new 

law. The practical effect thereof is to 

make the annual (additional) principal 
commissions retroactively effective 

from September 1, 1943. 

1. Trustees described in group (1), 
above, must repay one-half of 
such previously retained annual 
principal commissions by deduc- 
tion of the amount thereof from 
the regular receiving and paying 
commissions on principal. 
Trustees described in group (2), 
above, may now retain an amount 
equal to one-half of such previ- 
ously unwithdrawn annual prin- 
cipal commissions. 

3. Trustees described in group (3), 
above, may now retain an amount 
equal to one-half of such previ- 
ously unallowed commissions." 


to 


Special Compensation for Collecting 
Rents of and Managing Real 
Property 


The special compensation for collect- 
ing the rents of and managing real 
property is continued for trustees at the 
new and higher rate of 6% of the gross 
rents collected. This increase is proba- 
bly intended to offest, in some measure, 
the decrease in the annual income com- 
missions arising out of the use of net 
rents, instead ot gross rents, in the base 
therefor.?3 

Only one such additional commis- 
sion is allowable, regardless of the num- 
ber of trustees serving. In the event 
that more than one trustee is involved, 
this additional commission must be ap- 
portioned according to the services 
rendered by them respectively.?+ 


Specific Compensation 


Where the will (or trust instrument) 
provides a specific compensation to a 
trustee, he is not entitled to any other 
allowances for his services. 
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Filling a Gap in Missing Trust Records 


By Frep L, ALTMAN, C.P.A. 


oe of the more interesting prob- 

lems in fiduciary accounting 
arises when there is need to reconstruct 
the transactions of a trust where the 
trustee’s records are incomplete or 
missing and a gap appears in the course 
of the preparation of the data and 
schedules required in an Account of 
Proceedings. The gap must be filled 
from authoritative sources by the ac- 
countant who is preparing the schedules 
and data. The surprising thing is that 
even in the absence of the trustee’s 
records and supporting data, there are 
sources of information as to trust trans- 
actions which are acceptable in court 
and which, when properly developed, 
may result in a complete and logical 
record of transactions. 

To illustrate, consider a case in 
which the trustee died during the term 
of his trust. Among his effects were 
found securities, bonds, deeds, and 
mortgages all registered in the name of 
a trust, as well as cancelled checks and 
checkbooks, correspondence, and vari- 
ous other papers relating to transac- 
tions of the trust; but no copy of the 
original trust instrument, nor system- 
atic records of trust transactions. 

The first approach to such a problem 
is to examine, classify and index the 


Frep L. Attman, C.P.A., is a 
member of our Society and of the 
American Institute of Accountants. 
He is also a member of the New 
York Bar. 

Mr. Altman is a member of the 
Committee vn Fiduciary Account- 
ing, and this paper was read by him 
at a technical meeting conducted 
under the auspices of this committee 
on April 20, 1948, at the Engineer- 
ing Auditorium. He is presently en- 
gaged in private practice. 
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documents and papers available, being 
particularly careful to accumulate all 
information about or references to the 
creator of the trust. 

The next step might be to procure 
a copy of the original trust instrument 
which is probably on file in some Surro- 
gate’s Court. Possible leads to the par- 
ticular court may come from benefi- 
ciaries, correspondence; or in the course 
of the investigation of final inventory. 

A field of inquiry is in the cash 
account. The depository bank has a 
record of the date the trust account was 
opened, and possibly (in their record 
of interview with the depositor) some 
trace of the source of the funds origi- 
nally deposited. In any event, you can 
get photostats or transcripts of the 
bank’s records of the account. These 
will be either in Boston ledger entries 
or in the more modern deposit, with- 
drawal and balance entries. You may 
be able to explain the deposit or with- 
drawal entries in conjunction with in- 
formation developed in the course of 
the examination of securities and other 
assets. 

Another field of inquiry is in the 
other assets of the trust. In the case 
of securities or registered bonds, corre- 
spondence with recording or transfer 
agents will give dates of registration. 
which should be close to the date of 
acquisition. Approximate costs can be 
obtained from financial periodicals, as 
can dividend and capital changes in- 
formation. Possible antecedent owner- 
ship in the creator of the trust should 
also be investigated. In any event, the 
information developed will permit of 
the drafting of a theoretical income and 
capital schedule. Block this schedule 
against cash account records obtained 
from the depository bank to confirm 
deposits of income. If the cash account 
shows no comparable deposit entries, 
endorsements on dividend checks (ob- 
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Filling a Gap in Missing Trust Records 


tained from the income paying source) 
will reveal the disposition of the cash, 
and will possibly uncover other cash 
accounts. 

If the securities are registered in a 
“street name,” correspondence with 
brokerage houses will uncover the se- 
curity purchasing account which, in 
turn, may supply additional background 
about the trustee or the creator of the 
trust. 

Searches should be instituted relating 
to the registration of the real property 
in the final inventory. Dates of acquisi- 
tion and antecedent ownership should 
be listed and correspondence had with 
the parties to uncover details of the 
transactions. If real property is in- 
volved, public records will show 
assessed valuations, tax rates and dates, 
etc. Comparison of theoretical disburse- 
ments for taxes, etc., with entries in the 
cash account may help to narrow the 
gap. 

If the documents include an indem- 
nity bond, copies of statements made 
by the trustee to the bonding company 
should be obtained. 

By this time, probably, sufficient in- 
formation has been developed to un- 
cover the original trust instrument. If 
not, and as a last resort, institute 
searches of Surrogate’s Court records 
in areas where the trust holds real 
estate, or in any other area where you 
reasonably think the creator might have 
had his residence. 

Assuming that the original instru- 
ment has been located, the assets listed 
in the original inventory should be 
traced through registering or transfer 
agents or real property records, as 
outlined above. Assume that the terms 


of the trust have been observed, but 
confirm with beneficiaries if possible. 

Find out where estate tax and income 
tax retutns were filed, and examine 
them. Reconcile the transactions and 
income listed with what you have been 
able to reconstruct from other sources. 
Follow any leads you may uncover. 
Ask the beneficiaries whether the 
trustee filed any statements with them. 
Have the Surrogate’s Court records 
searched to determine whether an in- 
terim account has been filed. 

It is advisable to construct a chrono- 
logical record of theoretical transactions 
as you go along. Fill in each piece of 
information as it develops. Start with 
the final inventory and work back- 
wards. At the same time, at the other 
end, start with the opening inventory 
and build forward. Keep a careful 
record of sources of entries, and a 
running list of the items that don’t 
fit. Sooner or later they will fit or will 
serve as explanatory notes to the re- 
maining gap. 

To summarize, in the absence of 
a trustee’s records, information may be 
developed to fill the gap by instituting 
the following steps: 


1. Examine and list the information 
available to chart the gap. 


2. Develop the sources latent in the 
information available. 


3. Reconstruct as much of the gap 
as possible, and summarize your 
findings to narrow the gap. 


4. Make the best explanation possi- 
ble about the gap, and list all data 
available in support of the ex- 
planation. 
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The Interim Audit Report 
for Credit Purposes 


By Swwney Licuter, C.P.A. 


a recently the credit executive 
was the forgotten man. The liquid 
position of business and the familiar 
personnel shortages during World War 
II] venerally tended to break down the 
practice of the regular submission of 
financial statements to credit grantors. 
However, in the past few months there 
has been a definite tightening of the 
credit granting process. American busi- 
ness is coming back (if it is not al- 
ready there) to a credit extension basis 
similar to that which existed before the 
Second World War. 

Today, year-end statements are no 
longer sufficient. Unless the credit man 
receives current or interim data, he is 
dealing with financial information that 
is months old. There is danger in this 
time lag. One or two months’ opera- 
tions may hopelessly involve a marginal 
account. This need for current data is 
met by frequent contacts between the 
credit men and accountants through 
personal meetings and telephone calls, 
(only with the client’s authorization ) 
as well as by the issuance of monthly 
and interim statements. 

For the purpose of this paper, we 
will assume that the accountant knows 
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that the report is intended to be used 
for credit purposes. Actually, this 
should make no difference in the prepa- 
ration of the interim statement. Once 
the report is released, the accountant 
has no control over its disposition. 
Therefore, the report should be pre- 
pared with the thought that it might 
be used for other than managerial pur- 
poses. 

The interim report, on the account- 
ant’s stationery, is a meaningful docu- 
ment not to be issued lightly. If such 
a report (whether signed or unsigned 
by the accountant) is a mere transcript 
of the books of account, it does not 
speak well for the accountant. This 
is also the case where he puts wording 
in his report to the effect that he is in 
no way responsible for the figures 
therein presented. An accountant’s re- 
putation is governed by the accuracy, 
care and completeness with which his 
reports are prepared. I might add that 
most credit executives believe (whether 
rightly or wrongly) that an accountant 
is responsible for the failure to set 
forth fully any irregularities or ab- 
normal situations affecting the business 
during the period covered by the audit, 
even on interim non-verified  state- 
ments. The accountant, they feel, is 
also responsible for any inaccuracies 
or mis-statements on matters which the 
report purports to cover within the 
limitation of a non-verified audit. The 
credit grantor feels this way because 
he regards a financial statement as the 
most important single source of credit 
information available to him, irrespec- 
tive of the period it covers. He there- 
fore feels that where an accountant 
has submitted the report on his station- 
ery, the accountant has examined the 
hooks of account in accordance with 
generally accepted auditing procedures ; 
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and that the report should therefore 
give a fair and adequate presentation 
of the facts. 

Taking cognizance of this, the in- 
terim report can no longer be treated 
as a_ stepchild. In this period of 
economic uncertainty, the monthly or 
interim report has attained an im- 
portance it did not have in the past 
few vears. 

When the credit grantor asks for a 
monthly or interim statement, what 
kind of report does he want? The an- 
swer is that he would like to receive 
one which is as close as possible to a 
certified year-end statement; in other 
words, a report which is complete and 
detailed, and based upon an audit which 
is adequate enough in scope to permit 
him to rely on the figures and for 
which the accountant will take respon- 
sibility. He would also like to have 
any supplemental information which 
night help in evaluating the financial 
position of the debtor. 

An analysis of what the credit grantor 
wants may be stated thus; 

1. A statement that can be relied 
upon and for which the account- 
ant will assume responsibility 

2. A complete and detailed report 

3. Supplemental information 


A Statement That Can Be Relied 
Upon and for Which the Accountant 
Will Assume Responsibility 

The monthly or interim audit should 
be adequate enough in scope to permit 
the accountant to satisfy himself that 
the figures presented are correct. This 
does not mean that everything must 
be examined in detail; rather, that all 
the necessary auditing procedures are 
performed. 

Comparing the interim audit pro- 
gram with that of the vear-end will 
show that the monthly or interim audit 
is usually a detailed examination and 
hardly different from that of the 
vear-end, with the exception that there 
is no outside verification of assets and 
liabilities and no attendance at the 
taking of inventory. 
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Now then, to convince ourselves and 
the credit grantor of the accuracy of 
the figures means embracing the added 
features of the certified vear-end audit. 

This looms as a considerable task 
to be done at every audit. True, it 
means additional time. However, this 
time will be offset by the time saved 
on the year-end examination. And it 
may not require as much more time as 
at first we would imagine. 

For instance, in addition to the usual 
auditing steps on a certified year-end 
audit, the cash in bank is always con- 
firmed with the bank. On an interim 
audit, the cash is also audited, but it 
is not verified by correspondence. This 
verification of the cash in bank is 
usually a very simple procedure, and 
can be done a few times a year with- 
out consuming very much time. 

The verification of the accounts and 
notes receivable is a more difficult and 
larger undertaking. Naturally, there 
are many more accounts to verify. 
However, where the audit is done cur- 
rently, I believe that it could be quite 
feasible to do a partial verification each 
time. Only a certain portion of the 
accounts receivable (particularly the 
larger accounts) would be verified by 
correspondence. This type of partial 
verification, coupled with a detailed 
audit of sales and scrutiny of cash re- 
ceipts, may prove to be a very effective 
method of checking the accuracy of the 
receivables. 

Accounts and notes payable may also 
be partially verified by correspondence 
at every audit. This procedure, coupled 
with the examination of creditors’ 
monthly statements, would, I believe, 
serve as an adequate check upon the ac- 
curacy of these accounts. 

The various other items on the 
balance sheet, such as securities, loans, 
security deposits, etc., may be partially 
verified at every audit, or every few 
months, as the accountant sees fit. 

The inventory presents a difficult 
problem. There are few companies, 
particularly in New York, which take 
monthly inventories. Where the client 
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does submit an inventory, the account- 
ant may check or test-check a part of 
the actual merchandise to the inventory 
record submitted each month. A copy 
of the inventory, as submitted, should 
be kept by the accountant. If a per- 
petual inventory system is used, the 
accountant may also test-check some of 
the records to the physical inventory. 
Naturally, the report should state the 
method employed in arriving at the 
inventory. If possible, the merchan- 
dise should be classified, separating raw 
materials, goods in process, and com- 
pleted merchandise. 

By drawing up a verification pro- 
gram and following it through, the 
accountant will find that, with an ex- 
planation as to the type of continuous 
interim verification undertaken, he can 
express an opinion in the monthly or 
interim report. This type of continuous 
verification, coupled with proper audit- 
ing steps, would, I believe, provide the 
credit grantor with assurance that the 
statement is accurate and correct. 

One added thought: very probably 
it was expected that the promulgation 
of Auditing Procedure Statement No. 
23 would increase the number of re- 
ports containing an expression of an 
opinion rather than increase the num- 
ber of those disclaiming opinions. If this 
Statement is generally accepted, it 
might very well have the effect of en- 
couraging the accountant to enlarge the 
scope of the interim audit so as to in- 
clude the audit steps briefly outlined 
above. 

On many occasions, the accountant 
will prepare a monthly or interim state- 
ment as to which he may want to ex- 
press an opinion but, however, the scope 
of his audit may be limited by the 
client for one reason or another. Or 
it may not be practical for the ac- 
countant to perform all of the proce- 
dures as outlined. In this instance, 
the accountant would have to state his 
exceptions and qualifications in the re- 
port. For example, we realize that it 
may not be practicable or possible to 
verify an inventory currently. In such 
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a case, the accountant should try to 
satisfy himself, as much as possible, 
that the inventory submitted has a 
proper basis. A signed copy of the in- 
ventory submitted by the management 
should be kept by him. The report 
would then state that the inventory 
was accepted as submitted. 

There is a great hazard in valuing 
the inventory currently. This is be- 
cause it is quite possible that, while the 
merchandise is being processed; the 
style or color might change, or who 
knows what. Thus, while the mer- 
chandise is stated at cost, it is not shown 
at its correct valuation. It may not 
even be worth cost. Usually, this can- 
not be determined until the end of the 
season, or at least until the season is 
far advanced. The inventory prob- 
lems which the accountant would en- 
counter on the verification of a month- 
lv or interim audit will be discussed in 
another paper, so I will say no more 
on actual inventories. 


Sometimes the management submits 
an estimated inventory, This is usually 
the case where an inventory cannot be 
taken and where there is no perpetual 
inventory system. This estimate should 
not be based on what the management 
thinks it has. Rather, it should be 
based on carefully considered data. The 
estimated inventory is most often com- 
puted on a gross profit percentage. It 
is not enough, when using this method, 
to take the previous year’s percentage 
and apply it to the current vear’s fig- 
ures. A change in the products sold, 
or in the type of customers to whom 
sold, or in the selling price, or in costs, 
etc., might seriously affect the gross 
profit percentage. The accountant must 
he alert to these factors. 

Then again, the management may 
not want to, or be able to, submit an 
inventory, either actual or estimated. 
This is particularly so in highly specu- 
lative or seasonal industries. The gar- 
ment trade, particularly in the women’s 
wear division, is of this type. 

The only alternative in this case 
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would be to prepare a statement with- 
out an inventory, either actual or esti- 
mated. In this type of statement, the 
balancing figure, which takes the place 
of the merchandise inventory, is called 
“merchandise needed to show neither 
a profit nor a loss” ; in other words, a 
“Break-Even Statement”. 

The objection to this type of report 
is that this balancing figure is said to 
be meaningless. The contention is that 
the reader of the report does not know 
whether the reporting company has 
more or less than this balancing figure; 
sometimes, neither does the manage- 
ment. 

Naturally, the more limited the scope 
of the audit becomes, the more qualifi- 
cations the accountant must put into 
his report. He finally comes to the 
point where he cannot give any 
opinion. 

Interim reports are very often pre- 
pared from the books of account after 
proper auditing procedure, exclusive 
of the supplemental verifications that 
are usually made when a certified vear- 
end report is issued. The accountant in 
this instance might state that he is 
rendering no opinion, but that the re- 
port was prepared from the books of 
account after due audit and examina- 
tion in accordance with generally ac- 
cepted accounting principles, except for 
the independent verification of assets 
and liabilities and the observation of 
inventories. 

If the accountant cannot state even 
this, then he has come to the point 
where the report should not be issued 
by him. 


A Complete and Detailed Report 

The credit man is particularly in- 
terested in the current assets, current 
liabilities, and earnings of the com- 
pany. He is guided as to the client's 
ability to meet his obligations by studvy- 
ing these items. It is therefore im- 
portant that the report accurately 
reflect these accounts. 

Too often the accountant leaves vari- 
ous adjustments to the end of the year. 
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All adjusting entries should be made 
as they arise. For instance, bad debts 
should be written off as they occur. The 
reserve for bad debts and sales dis- 
counts should be properly adjusted 
at each audit. Depreciation and amor- 
tization should be recognized currently. 
Likewise, rent and all other expenses, 
if not paid, should be accrued. Included 
in the accruals should be the so-called 
fringe costs, such as union taxes, social 
security taxes, compensation insurance, 
and any other charges against labor. 

Taxes, by virtue of their preferen- 
tial status, play an important part in the 
credit granting decision. On interim 
or monthly statements, the income tax 
liability should be estimated for the 
amount of profit disclosed. The 
description of the tax liability should 
indicate the period covered. Where a 
proposed additional tax assessment has 
been agreed upon, it should also be 
shown as a liability. Where it is pro- 
tested, a footnote to that effect is ap- 
propriate. 

Frequently, material withdrawals of 
capital are made by a partner, or part- 
ners, to pay for their income taxes. If 
these withdrawals are anticipated, they 
should be noted. 

Contingent liabilities contin- 
gency reserves should be set up as 
the need arises. 

These adjustments, notes and provi- 
sions are only a sample of the entries, 
etc., which should be made currently. 

The accountant should also make 
certain that only those items which 
belong in the current asset and current 
liability sections are included therein, 
These items should be accurately and 
clearly labeled. 

Cash in bank, if restricted, should be 
so noted. : 

Accounts receivable and payable to 
subsidiaries, affiliates, or members of 
firms should be so designated. Non- 
trade receivables and payables should 
be shown separately. The auditor should 
make certain that purchase bills are en- 
tered and recorded as liabilities in the 
month in which they are incurred. 
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Notes receivable and payable should 
have complete These 
items should also indicate the source of 
the transactions, i.e., why the notes 
were given—whether for merchandise, 
loans, old accounts, etc. 


descriptions. 


Supplemental Information 


Monthly statements serve as guide- 
posts for the credit grantor. They show 
him the trend of the business. For this 
reason, it will be helpful to the reader 
if both monthly and cumulative figures 
for the period are included in these 
reports. 

The credit executive scrutinizes the 
sales, purchases, expenses, etc. He also 
watches relationships to determine if 
any items are getting out of line. 
Therefore, comparative data and im- 
portant operational and financial re- 
lationships, presented by means of 
statistics, ratios and percentages, are 
helpful. 

An ageing of the accounts receivable 
is always welcomed by the credit grant- 
ors. They would also like to know if 
the receivables are concentrated in a 
few accounts. 

The amount of commitments on the 
report date is a matter of interest to 
the banker and credit man. He would 
particularly like to know if the com- 
mitments are in excess of normal re- 
quirements and/or if a material decline 
in market value has taken place. 

The credit man usually obtains much 
of his supplemental information 
through telephone and personal discus- 
sions with the accountant. However, 
I'd like to point out that the account- 


ant is engaged by the client and is 
primarily responsible to him. He should 
not give out any information unless he 
is specifically authorized to do so by 
the client. 

Where the report is detailed and 
furnishes the intormation which the 
credit grantor needs, these discussions 
will be held to a minimum. However, 
even with the best of reports, the credit 
grantor may wish to review the debtor's 
condition with the accountant. 

The accountant today is an important 
adjunct to business. He is the financial 
adviser to small and large business. The 
credit executives realize this and now 
call more often upon him. They feel 
that since he examines the books cur- 
rently he senses the general spirit of 
the company. 

These discussions with the credit 
grantor will usually disclose to the ac- 
countant the deficiencies of his report. 
The accountant should trv to supply 
this missing information in his next 
statement. If he cannot, because the 
audit scope is limited, the discussion 
might result in a joint recommendation 
to the client to broaden the scope of the 
audit. 

It is also to the accountant’s advan- 
tage to furnish the credit grantors with 
the kind of statements that they want. 
The accountant’s prestige and reputa- 
tion is enhanced by submitting good 
reports. 

In closing, I think that I might sum 
up by stating that the interim report 
must be accurate, thorough and com- 
plete, if it is to measure up to the ex- 
pectations of those who must, in part. 
base their decisions on the report. 
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Interim Reports—An Aid to Business 


By Jerome B. Davi, C.P.A. 


s the accountant, in the performance 
of routine recurring audits, carrying 
out his responsibility to furnish man- 
agement with effective financial and 
statistical guides for the control of busi- 
ness operations? The return to com- 
petitive conditions in most lines of busi- 
ness makes it mandatory for us to help 
our clients fortify themselves with prac- 
ticable controls, and thus answer critics 
who say that, although much has been 
done in theory by accountants to de- 
velop the proper techniques, not enough 
has been done in actual practice to give 
concrete help. 

In preparing this paper, it has been 
assumed that one of the reasons for in- 
terim audits, although not necessarily 
their primary justification, and one of 
the chief benefits thereof to the client, 
is the accountant’s periodic counsel and 
suggestions concerning the operation of 
the business. 

In this connection, our greatest aid is 
in the review and presentation of that 
data which is important to an individual 
situation. Care must be exercised not 
to burden the client with too many fig- 
ures and lengthy details, but instead to 
supply such data as will help him make 
a proper decision. 
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This discussion, therefore, will not 
deal with the technical phases of interim 
audits and reports, but rather with the 
constructive relationship between the 
accountant and his client, which results 
in a continuing review of the past and 
suggestions for the future. 

An attempt will first be made to re- 
view the major points to be considered 
for presentation to clients as the result 
of periodic audits, and then to discuss 
supplementary aids which can be rec- 
ommended for installation and use. 

This brief presentation cannot be all- 
inclusive, and the following listing is 
intended only as a partial indication of 
the matters which could be the subject 
of discussion with clients: 

1—The reasons for variation in profits of 

the current month or period compared 


with the prior period and correspond- 
ing period one or more years ago. 

2—Disposition of funds, cash require- 
ments, and changes in financial and 
working capital position. 

3—Inventory turnover and purchase com- 
mitments. 

4—Departmental results and breakdowns. 

5—Units of sales and production. 

6—Determination of the “break-even” 
point. 

7—Aging and collections of accounts re- 
ceivable. 

8—Comparisons with budgeted or ex- 
pected results. 

9—The tax effect of the operating results 
to date. 

10—Credit problems, especially in seasonal 
industries where close credit agency 
surveillance is maintained. 


All of us are familiar with the impor- 
tance of proper guidance in these mat- 
ters. The difficulty lies in evaluating 
the problems in terms of the individual 
client, and furnishing the information 
in such a way that it is of practical use ; 
often a good suggestion is jeopardized 
by poor presentation. 

A word is in order concerning certain 
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aspects of our cooperation with clients 
on these matters. Some points call for 
review in the course of the audit because 
they are of a timely nature; others are 
covered in the typed report to be sub- 
mitted later, and may or may not re- 
quire conference. Some data are pre- 
pared by the accountant’s staff, and 
some are prepared by the client and 
reviewed by the accountant. Discussion 
is often required before typed figures 
are available. The solution of each 
problem is determined by the require- 
ments of the client and the nature of 
the engagement. 

Often we must educate clients to the 
advantages of statistical guides and op- 
erating statements, and this is perhaps 
something we  haven’t emphasized 
enough. At the same time, we must 
remember that certain established oper- 
ating guides are ineffective in periods 
of economic instability and should be 
eliminated where they are of no value 
or perhaps even misleading. 

The crux of the accountant’s analysis 
lies in the content of his monthly state- 
ment and supporting schedules. In this 
connection, if we remember that control 
in management is partially the mainte- 
nance of proper relationships between a 
number of simultaneous activities, we 
get a better picture of the type of fig- 
ures management needs. In_ other 
words, the report should show com- 
parisons with other periods—sometimes 
using a long period of time to show es- 
sential trends where individual com- 
parisons are insufficient or where the 
value of the dollar, prices and other 
factors have changed. 

An understanding of the individual 
client’s needs should determine the ad- 
ditional analyses or schedules required 
to supplement the usual form of month- 
ly statements and the points to be em- 
phasized. Clients tend to ignore reports 
containing large amounts of detail in 
stereotvped form repeated each month. 
The essence of a good report lies in its 
variety of analysis. An attempt will be 
made to illustrate this by reference to 
the examples in the foregoing list. 

If the figures indicate an unsatisfac- 
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tory trend in profits, income statement 
comparisons should be probed more in- 
tensively and discussed. Comparisons 
with the previous month are of value, 
particularly where the expense situation 
is important and there are rapidly chang- 
ing conditions. However, the most desir- 
able monthly income statement compari- 
son usually presents the results for the 
current month and the year to date, in 
comparison with the corresponding 
month and period of the previous year. 
Percentages, where useful, computed in 
relation to net sales, are of significance. 
One advantage of percentages and com- 
parative figures is their availability in 
distress periods when you are groping 
for the cause of a difficulty. Today 
some businesses note, by this means, ex- 
penditures which increased or started 
during the war or post-war period but 
which may now be cut down without 
decreasing income. This should be 
watched particularly in industries and 
individual clients where a recession has 
followed a substantial growth period. 
Accountants are so used to percent- 
age analysis that we may ignore cases 
where the variations in operations can 
be accounted for through the use of a 
unit analysis. In such instances, if data 
are available as to units, the most impor- 
tant items in the income statement may 
be shown with averages per unit sold. 
This procedure might be expanded to- 
day in times of changing prices, where 
the number of units sold and produced, 
and the average selling price, cost and 
profit, provide more information than 
do percentages. For example, a certain 
shoe manufacturer found that the dras- 
tic change in price structure made his 
usual report containing percentage 
analyses almost useless. However, 
when the accountant showed him costs 
per dozen shoes sold, he was able to 
initiate an intelligent expense policy. 
A word as to the “break-even” point, 
or the level of volume, which must be 
reached under a given price schedule to 
cover all costs, and after which profits 
can be earned. This is sometimes the 
point of information of greatest oper- 
ating value to the client. The nature of 
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most businesses permits computation of 
a formula, based upon certain volume, to 
determine the price below which items 
cannot safely be sold. For instance, 
if competition forces a price cut, it 
would be important to know, based on 
projected unit sales, how much dollar 
gross income is required to cover pres- 
ent overhead. Arbitrary price cuts to 
meet competition can be disastrous in 
the absence of accurate costs. On the 
other hand, a naive reliance on the 
“break-even” point can be dangerous 
during changing conditions. It must be 
subject to repeated check and review. 
The aforementioned shoe manufacturer, 
relying on a certain “break-even” point, 
was alarmed too late by its inaccuracy 
as a result of the greatly increased cost 
of raw materials. 


Where a budget is in operation, we 
should compare it with the actual re- 
sults and inquire into the significant 
variations. Where such information is 
obtainable, averages for the industry 
may also provide an important basis of 
comparison. 


If the accountant has reason to be- 
lieve that difficulty lies in the sales de- 
partment, classifications by products 
sold, territory, department, salesmen, 
and so on may be emphasized. A sales 
schedule that might help, for example, 
is one comparing the monthly sales for 
the current year broken down in the 
desired fashion with those of the pre- 
ceding year, giving the previous year’s 
monthly sales for the full twelve months. 
A similar schedule with respect to 
monthly net profits and losses may also 
be of value. We know of a lighting fix- 
ture manufacturer, suffering a decline 
in sales, where an intense review of 
sales statistics, and a classified analysis 
of profits and sales along the lines men- 
tioned above, resulted in a shift in sales 
emphasis from fluorescent to incan- 
descent fixtures, to the substantial bene- 
fit of the corporation. 

It is important to point out, in a 
monthly report, significant expenses 
which are of a non-recurring nature, 
and those which relate to prior periods 
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so as not to distort the normal operating 
results. 

Sometimes an accountant’s sugges- 
tion for the departmental breakdown of 
operations has given information that 
helped a business. This was the case 
with the lighting company, where the 
management learned that they could not 
make money on fluorescent fixtures. 

Just as the accountant should note, 
analyze and point out pertinent figures 
and trends, in the operating state- 
ment, so should he be alert to im- 
pending changes in financial condition. 
For example, if he notes a deficiency 
in the cash position, the preparation of 
an Application of Funds Statement 
might reveal important information. A 
review of past and present balance 
sheets quickly shows whether there is 
a top-heavy inventory situation, or 
whether the amount of accounts receiv- 
able is unusually high. In the latter 
case, an immediate aging of receivables 
might be indicated. In the former, the 
inventory control should be investi- 
gated, and perhaps an inventory aging 
suggested. 

The increasing usefulness of the 
Statement of Application of Funds sug- 
gests its inclusion, where applicable, in 
interim reports. 

In many businesses today the para- 
mount problem is inventory position 
and purchase commitments. It is obvi- 
ous that in times of high prices large 
inventories may be dangerous, particu- 
larly in stvle industries. In such cases 
the inventory position should be re- 
viewed each period, taking into con- 
sideration and analyzing purchase com- 
mitments, prospective sales, and so 
forth. An accountant should not direct 
policy, but he can supply the informa- 
tion and other assistance which will 
help in its determination. 

The tax effect of interim operating 
results offers a wide field for discussion 
with the client. Some of the factors to 
be watched here, for example, are the 
limitations on charitable contributions, 
trade-in of property versus sale, salary 
and bonus problems, dividend policy in 
light of both Section 102 and credit re- 
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quirements, quick tax refunds in loss 
years, and so on. We can often be of 
service in showing how a change of 
policy in one or more of the above, early 
in the year instead of after the year has 
ended, will savé money and aid the 
business operation. 

A final example of a vital point of 
discussion is the effect of the current 
statements on the client’s credit stand- 
ing. This subject is treated in detail in 
another paper. Suffice it to say that 
credit agencies and banks are watching 
monthly operations carefully, and it is 
our duty to point out periodically to 
clients any policy, trend or condition 
which will affect their credit. 

In turning to the second phase of the 
subject, namely, the supplementary aids 
the accountant might recommend to the 


client, emphasis will be placed upon 
budgets. However, let me refer briefly 
to a few other possible guides and 
controls. 

Most business todav needs pro- 
curement planning and_ production 
control. This calls for purchasing 
foresight, balanced inventories, and 


planning for manufacture. Thus, the 
accountant might suggest adequate 
forms and appropriate procedures for 
keeping the necessary records where 
such are not available. This is account- 
ing, not by keeping. books and ledgers, 
but by keeping orders, cards, charts and 
records in quantitative terms of hours 
and pieces, requirements versus ca- 
pacity to produce, and so on. The ac- 
countant should also note situations 
where it will be economic for the client 
to install a formal cost or other system, 
or a unit control, or institute credit con- 
trols and checks. 

The final phase of this discussion 
concerns budgets. It is emphasized be- 
cause it is felt that the development of 
budgetary control is not sufficiently ad- 
vanced in the smaller enterprise, even 
though it is a subject of ever increasing 
importance. Accountants may be loathe 
to concern themselves with this problem 
because it is a time consuming job. 

No attempt will be made here to re- 
view the technical phases of budgetary 
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control. The comments will be confined 
to a statement of the accountant’s func- 
tions in budgetary control and the gen- 
eral uses of budgets in the control of 
business operations. These uses may 
be summarized as follows: 


1—To establish and organize a program of 
operation performance which avoids un- 
necessary orders from executives as to 
routine matters, and to provide a sup- 
plementary method of coordinating the 
business activities. 

2—To establish a definite objective of per- 
formance for the enterprise. 

3—To help in the formulation of policies, 
and promote cooperation in furthering 
the policies adopted. 

4—To determine limits within which ex- 
penditures are to be confined, prevent 
waste, and encourage expense reduction. 


5—To determine what funds will be re- 
quired, when they will be needed and 
from what sources they will be derived. 

6—To set up comparisons and checks to 
show currently the degree and quality 
of operating performance. 


7—To indicate when and where operating 
changes must be made, in order that 
planned objectives may be realized. 

8—To avoid over-production and over- 
commitments. 

9—To improve credit ratings by having 
cash available for prompt payments. 


If the accountant involves himself 
with the client’s budgetary control, he 
should be careful to treat each problem 
individually and place emphasis on the 
particular type of budget the situation 
demands. He must also point out that 
budgetary control is subject to certain 
limitations. Forecasting is not an exact 
science. Therefore, the estimates must 
be revised frequently as performance 
reveals major variations from the esti- 
mated schedules of a character which 
should be reflected on the budget. The 
management should understand that no 
budget plan or other management de- 
vice can take the place of good adminis- 
tration. The budget does not deprive 
the executives of freedom of action. It 
is meant to place in their hands the 
means for making their work more ef- 
fective, and it is ‘intended to provide a 
guide by the use of which administra- 
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tive decisions can be made quickly and 
effectively. It must, moreover, be kept 
in mind that no budget can be immedi- 
ately perfected. It takes months of edu- 
cation and experience before an organ- 
ization can function completely on a 
budget basis. 

The public accountant should assume 
the responsibility of suggesting budg- 
etary control, because any budget, when 
completed, has an accounting basis. Its 
disclosures are compared, analyzed and 
interpreted by accounting methods, and 
at every step of its preparation and 
operation, accounting technique and ex- 
perience are required. The public ac- 
countant is frequently better suited to 
review or prepare a budget than the 
executives of a business; first, because 
he is an impartial observer and critic 
far enough removed to analyze condi- 
tions and vet close enough to under- 
stand the situation ; and second, because 
to his knowledge of the business under 
review is added his experience and un- 
derstanding of accounting and finance 
as applied to budgeting. 

The allocation of responsibility as to 
actual compilation, analvsis, and review 
of statement data depends, of course, on 
the particular client and the details of 
the engagement. Ordinarily, in a large 
concern the information may be com- 
piled by employees of the client so that 
the management will have it promptly 
on a daily, weekly, or monthly basis. 

A review of the common types of 
budgets, the statements making up a 
budget report, and variations such as 
flexible budgets, would readily reveal 
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their uses, and a discussion thereof is 
not within the scope of this paper. It 
should be mentioned, however, that we 
must exercise discretion in determining 
the extent of the budgetary control re- 
quired in a particular concern, and that 
if control is indicated in one line of 
activity, it does not necessarily require 
the installation of a complete budget 
system. 

It is helpful if the current reports of 
budget comparisons with actual results 
are set up in such a manner that the 
management can see at a glance the 
trends of the business, and a growing 
number of interim audit reports contain 
budget comparisons and statements. 

I hope that, in covering this wide 
range of subject, I have not left the im- 
pression that I believe the accountant, 
in the performance of each interim 
audit, has the time, the energy, or the 
ability tottake the place of management. 
He should not attempt to do so; the 
accountant’s services are advisory, not 
managerial. Our work must fall within 
the practical limits of our engagement 
and talents and we must not undertake 
primary responsibilities which we may 
not be capable of properly carrying out. 

However, businesses have been hurt 
by lack of the guidance of an inde- 
pendent accountant working with sound 
principles and procedures, and we must 
assume our proper responsibility in 
counseling clients in order to justify 
and retain their confidence, as well as 
the confidence of creditors and other 
interested parties. 
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Interim Audit Engagements 


By Kermit J. Beryrson, C.P.A. 


YY NG the year 1947 and for the first 
quarter of 1948, profits of small 
businesses have shown a constantly de- 
creasing trend, while their bigger 
brothers show constantly increasing 
profits. Perhaps this is the surest in- 
dex that small business is actually mar- 
ginal business, and that only during 
those periods of exceptionally great de- 
mand—as in a war—can it produce 
profits beyond the modest living re- 
quirements of its owners. Credit-grant- 
ors are well aware of this. 

Inventory is the turning point of 
liquidity. It is classified as a current 
asset, and the reader of a balance sheet 
assumes that it will become cash with- 
in a reasonably short time—even if he 
realizes that the report which he is 


Kreruit J. Berytson, C.P.A., has 
been a member of our Society since 
1939, He is a member of the Com- 
mittee on Furtherance of the Objects 
of the Society, the Committee on 
Monthly Audits, and the Committee 
on Labor-Management Relations. 

During World War II, Mr. Beryl- 
son served as a Lt. Colonel in the 
Army. He was engaged in labor- 
relations activities for the Under- 
secretary of War, and as Quarter- 
master Stock Control Officer for the 
European Theatre of Operations. 

Mr. Berylson is the author of 
several articles on accounting and 
tax matters. He is now engaged in 
practice on his own account in New 
York City. 

This paper was presented by him 
at a technical meeting of the So- 
ciety, conducted at the Engineering 
Auditorium on May 12, 1948, under 
the auspices of the Committee on 
Monthly Audits. 
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reading is an “interim” report, in 
which the inventory is stated as “sub- 
mitted by the management”, or “‘esti- 
mated in accordance with current gross 
profit ratios”, or even a “break-even” 
inventory. 

Modern accounting procedure, ever 
since the McKesson-Robbins case, has 
laid increasingly heavy stress on in- 
ventory examinations. In a so-called 
“certified” report, the independent pub- 
lic accountant indicates exactly what he 
has done to confirm the existence of 
each asset and liability, and is thus 
able to express an opinion on the rea- 
sonableness of the balance sheet. Now, 
with the promulgation of Auditing Pro- 
cedure Statement No. 23, which is not 
vet generally accepted, he may have 
to state, perhaps with resulting credit 
injury to his client, that he has no opin- 
ion with respect to the assets and 
liabilities if he has not carried out all 
generally accepted auditing procedures. 

Statement No. 23 hits hard at the 
interim audit report, but it also per- 
forms the valuable service of once 
again pointing up what can be done 
if public accountants engaged in interim 
work are to become more than “arith- 
meticians” to their clients. Any book- 
keeper can draw off a trial balance and 
prepare reports therefrom. The ac- 
countant can go further into the sub- 
stance of the figures, and be in a posi- 
tion to assure his client and credit- 
grantors that the figures represent 
reality. 

In his book, “Auditing Theory and 
Practice,” Mr. R. H. Montgomery 
states: 

“The auditor cannot assume the same 

responsibility with respect to the item 

inventory which appears among the cur- 
rent assets as he does with respect to 
other items of current assets, such as cash, 
but he should arrive at a well-founded 
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opinion as to whether the inventory is fairly 
stated on the basis of constantly applied 
and generally accepted principles of ac- 
counting”. 


On an interim, as on a complete ex- 
amination, an inventory review should 
comprise examinations of quantity, 
quality and pricing. However, the fee 
for an end-of-year examination usually 
permits the auditor to spend sufficient 
time on each phase of the audit, so that 
at its conclusion the public accountant 
is in a position to make a statement with 
respect to each of the items which he 
has examined. Not so on an interim 
engagement — the client’s budget for 
professional services is limited to the 
greatest extent possible, cor- 
rectly so. 

The usual interim engagement is 
either a general ledger review, with the 
barest possible examination of the un- 
derlying records, or a detailed audit of 
transactions. In an interim report, the 
inventory is usually stated as submitted. 
While it may be argued that these ex- 
aminations are of value to the client 
in the sense that he is given assurances, 
etc., how does he profit in an active 
sense? Nothing goes into the report 
which can assure a credit-grantor. No 
analyses of operations can be presented 
of which the auditor can be certain, 
because the inventory figure has not 
been thoroughly investigated. 

I have in mind a situation like this: 
an organization engaged in manufactur- 
ing a textile product, had shown a con- 
sistent gross profit of 25%. In January, 
1948, based on the inventory as sub- 
mitted, and not examined by the audi- 
tor, the gross profit jumped to 36%. 
Questions led to the assurance that 
January had been a spectacularly good 
month, and that the increased gross 
profit was reasonable. The gross profit, 
for February, again based on an 
inventory as submitted, dropped to 6%. 
The March gross profit returned to the 
norm of 25%. Obviously, the February 
Ist inventory was grossly overstated. 
In error, the client proceeded on the as- 
sumption that certain of his operations 
were more profitable than they actually 
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were, and was misled by incorrect 
guideposts. Had the audit program 
provided for a monthly examination of 
inventory content, the error would have 
been avoided. 

Much has been said, in and out of this 
committee, about sampling methods as 
applied to auditing. Current uncertain- 
ties in the business world have now in- 
dicated a need for a more serious con- 
sideration of their application. Fee con- 
siderations will always prevent the 
application of a complete audit pro- 
gram to interim engagements. If an 
engagement must be limited, the client 
will profit more if some audit operations 
are eliminated from time to time, where 
internal control permits, and inventory 
steps are substituted. For example, the 
audit of purchases and sales may be 
made on a bi-monthly basis. Accounts 
receivable may be reviewed by sections. 

Interim engagements are usually car- 
ried on at a date subsequent to the in- 
ventory date. An auditor will not nor- 
mally be present at the taking of a 
complete physical inventory. However, 
provision may be made for the auditor 
to make progressive physical quantity 
checks as at the date at which the in- 
terim audit is done. The auditor may 
prepare a schedule of all inventory 
items, and may then select certain items 
to be counted at different times during 
the year. As he secures his counts at 
the actual date of the audit, he may then 
reconcile back to the inventory as sub- 
mitted by the management. The ad- 
justment to his own physical count 
will be made by adding sales and de- 
ducting production or purchases. 

The selection of items to be physical- 
ly counted by the auditor should be a 
careful one. Since the inventory ex- 
amination must of necessity be limited, 
only the more important items, in terms 
of quantity and value, should be se- 
lected. The method employed in taking 
a selective count should be as carefully 
applied as a client’s inventory instruc- 
tions at the end of an accounting period. 
A date and hour of cut-off with respect 
to sales and purchases should be estab- 
lished and care should be taken that 
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shipments and receipts of the particular 
items are excluded from the inventory 
count. Time may be saved in the ac- 
tual counting of physical inventory by 
providing for counts in groups rather 
than by items. If boxes of canned food 
which are stacked in easily available 
tai units are to be counted, the 
stacks themselves may be counted and 
multiplied by the number of boxes in 
each stack. Checks may then be made 
to determine that each stack does con- 
tain the number of boxes which it is 
supposed to contain, and spot checks 
may also be made to determine that the 
boxes do contain the actual cans of 
food. 


References should be made also to 
the receiving and shipping records 
which play so great a part in internal 
control. The auditor should review re- 
ceiving records to determine that all 
items which have been received up to 
the actual date of his physical count are 
included in the goods which he is count- 
ing. Specific items should be traced 
from the receiving records to the in- 
ventory. 

With respect to shipping records, the 
auditor should make tests to determine 
that goods which have been billed out 
in the period immediately preceding the 
count have actually been shipped out 
and that they are not included in the 
physical inventory. 

Further reference can be made to 
production records in cases where the 
client is a manufacturer. On a selective 
basis, raw materials should be traced 
into production and the items produced 
traced in turn to inventory or to ship- 
ping records. Purchase bills during the 
period immediately preceding the count 
may be traced to receiving records. 
While engaged in this operation, the 
auditor should make sufficient tests to 
assure himself that all purchase in- 
those involving 
stock included in the inventory have 
been entered in the books, The auditor 
should look for post-dated invoices. If 
he finds that there are goods in trans- 
it under such invoices, the aggregate 
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should be included in the inventory and 
entered as accounts payable. 

A somewhat more difficult situation 
exists with respect to inventory held 
in warehouses, mills, on consignment, 
etc. Normally, on an end-of-year en- 
gagement, the existence of such goods 
would be substantiated by direct con- 
frmation in writing. A complete, direct 
confirmation is not always practicable 
on an interim audit, although there is 
no reason why confirmations cannot be 
sent out periodically. Normally, the 
auditor may satisfy himself with the 
examination of negotiable warehouse 
receipts or statements or goods on 
memorandum. He may check these by 
reviewing correspondence with the 
warehouses and with consignees, to de- 
termine whether any change has taken 
place in the inventory amounts. He may 
also review sales invoices to assure him- 
self that identifiable items included in 
the “‘out-of-house” points have not 
been sold and that they are still the 
property of the client. 

Some textile concerns maintain ac- 
tual consignment accounts, either in 
memorandum books or in the general 
books, of goods sent to converters. 
These may be reviewed as a check on 
inventory. 

Where the client maintains a per- 
petual inventory, the auditor's job is 
simplified in that he has only to com- 
pare opening inventories per the 
perpetual record with the physical in- 
ventory figures submitted by the man- 
agement, and the perpetual figures at 
the audit date with his own count. If 
major discrepancies arise, a review of 
the entire inventory may be indicated. 
Of course, all physical inventory checks 
based on perpetual inventory should 
follow the procedures outlined above to 
the greatest extent possible. 

Valuation of inventories on an in- 
terim engagement should not be too 
difficult, especially in those engagements 
where a detailed audit of purchase 
vouchers is made, where the auditor 
should have a continuing schedule of 
material, labor and overhead costs. On 
a progressive basis, the checking of a 


July 


& 


Suggested Inventory Procedures 


submitted inventory should be a simple 
matter. Also, the audit program should 
provide for a continuing review of cost 
cards. Where cost reviews are included 
in the audit program, it goes without 
saying that an auditor familiar with 
cost procedures should be assigned to 
the engagement. 


The valuation procedures to be fol- 
lowed in detail or an interim engage- 
ment should follow closely, on a selec- 
tive basis, the procedures followed at 
the end of the year. For the most part, 
clients who require interim engage- 
ments will be found to price their in- 
ventories on a basis of first-in, first-out, 
in combination with the rule of cost or 
market, whichever is lower. However, 
LIFO may be followed in some in- 
stances, as may other methods of inven- 
tory valuation. The auditor should de- 
termine which method is followed and 
assure himself that it is being followed 
consistently. 


Item valuations may be compared 
with purchase invoices, and also with 
current sales for that item. The valua- 
tion reflected on the inventory should 
not be greater than the purchase price, 
and in no case should it exceed the 
sales price for the item less a reasonable 
allowance for distribution expense. 
Tests should he made to ascertain that 
normal cash discounts are not deducted 
from the cost of inventory items and, 
at the same time, tests should be made 
to assure the auditor that trade dis- 
counts are deducted from inventory 
valuations. Any rebates for quantity 
purchases should be applied to the ad- 
justment of inventory prices. 


Tf any method of standard costs is 
employed, the auditor should make it 
his business to review the application 
of material, labor and overhead to the 
item costs. This requires familiarity 
with production and time study meth- 
ods employed by the client. Great care 
should be taken that any “normal” 
overhead rates are extremely close to 
actual rates. If anv great difference 
appears. inventory valuation should be 
adjusted. 
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Further, at a time when inventories 
are declining in value, adequate reserves 
should be established to provide a 
proper balance sheet and income pic- 
ture. 

An accountant engaged in an interim 
audit should be able to arrange for a 
brief but intensive analyses of material, 
labor and overhead which go into the 
manufacture of specific products. This 
may require more familiarity with pro- 
duction and time study methods than 
the accountant normally has. However, 
one so close to the operations of the 
client as the accountant engaged on in- 
terim audits should be able to qualify. 

A review of quality and obsolescence 
in inventory is often peculiarly within 
the province of the interim auditor. The 
client’s products and methods of sale 
should be so familiar to him as to pre- 
clude anv necessity for instruction on 
the salabilitv of products. A  supple- 
mentary procedure in connection with 
the visual review of inventory should 
consist of an analvsis of sales by items, 
from month to month, in order to deter- 
mine which are slow-moving items, and 
which items therefore should be marked 
down in value for inventory purposes 
because of their presumptive obso- 
lesence. 

Many accountants have submitted to 
their clients, from time to time, monthly 
reports on a “break-even” basis. That 
is. a figure is presented at the end of 
a report which represents the minimum 
amount of inventory which the client 
must have on hand in order to “break 
even” for the period. Any excess over 
this “break-even” amount, of which the 
client will be aware, represents profit. 
Any shortage represents a loss. It has 
heen suggested that supplementary pro- 
cedures be developed to test these 
“break-even” figures. This suggestion 
appears to be something of a paradox. 
Audit procedures on interim engage- 
ments are normally confined to assets 
other than inventory, to liabilities, and 
to capital investment. The “break-even” 
figure is derived from these figures. It 
appears to be impossible to test some- 
thing which may be present or may 
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not, and in connection with which the 
accountant can take no responsibility. 
It must be recognized that the “break- 
even” figure is purely for management 
purposes and can be of value only if 
inventory is known. Any tests of a 
“break-even” figure will revert natu- 
rally to the procedures suggested for 
normal inventory auditing. The “break- 
even” figure must remain perched for- 
ever on its own precarious limb. 
Where an “estimated” inventory is 
submitted to an auditor, he may find it 
possible to check its accuracy by a re- 
view of statistical records of production 
(purchases) and sales which may be 
maintained by the client. If the auditor 


will make the necessary effort to intro- 
duce these records, he will find that in- 
formation can be developed which will 


. produce very feasible checks on esti- 


mated inventories. For example, sales 
and production by units ; orders booked, 
filled and on hand; average gross profits 
by units; methods of determining sell- 
ing prices. 

To summarize, the extent to which 
inventory may be reviewed on interim 
engagements depends primarily upon 
the time which can be allotted to the 
entire audit and upon the extent to 
which interim control will permit nor- 
mal auditing procedures to be followed 
on a sampling basis. 


AN ADIRONDACK VIEW 


The Adirondack Conference. “Adirondack” is a more exciting name for this Con- 
ference than “Upstate” or “Regional’—don’t you think? If you don’t, that is, don’t 
think, vou shouldn’t be reading this. The following is an accountant’s report to account- 
ants, an attendant’s report to non-attending former-attendants. Let’s go to press! 


1. Weather. Barometric reading: 29.55 constantly; snow fall: 0; thunder showers: 1; 
rain: little; sunshine: some; clouds: plenty; complaints: below normal. 


bo 


Attendance. A few over 200; more past, present, and future State Society officers 
than ever before. The up-state bovs were so numerous that we had trouble keeping 
the Buffalonians, Rochesterians, Syracusians, Albany-Troyans, and others distin- 
guished from each other. We even got them mixed up with the New Yorkians. 
Shame on us! 


3. Speeches. Mostly short. Talking: in great quantity; everyone pregnant with a 
speech—delivered. 

4. Adirondack Chapter. Doubled membership, now have 2; after-dinner speech its 

spokesman wishes he had made: “Hello tolks, welcome, have a good time, get 

acquainted, make a speech, make some friends, get hold of one good idea, drop two 

bum old ideas, thanks for coming, see you next year, goodbye.” 


Leonarp HovucutTon, C.P.A. 
Quondam Pres. et al., Adirondack “Chapter” 
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The Obsolete Balance Sheet 
Its Successor—The Position Statement 


By Hecut, C.P.A. 


as steward for owner 
and creditor, is accountable for 
the capital entrusted to its care. The 
present form of balance sheet is inade- 
quate for the attainment of this purpose. 
Money and credit which flow into and 
out of an enterprise find their anchor- 
age in capital, either through the addi- 
tion thereto arising from the profits 
earned and/or new contributions, or a 
subtraction therefrom resulting from 
distributions and losses sustained. 
Capital is a confusing thing, con- 
fusing alike to management and in- 
vestor. It is presumed to be static. 
No consideration is given to its fluidity. 
Capital has life. It has movement. Its 
position is changing constantly and its 
position can determine the strength or 
weakness of an enterprise. The signifi- 
cant fact about capital is its segre- 
gability. It may be set apart as: 


1. Cash Capital, i.e., the excess of 
cash over current liabilities. 


2. Accounts Receivable Capital. 
Inventory Capital. 


4. Emergency Capital, i.e., market- 
able securities and other assets 


ad 


CuHaArLEs Hecnt, C.P.A., has 
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of the Society and served as Chair- 
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from 1940 to 1947. He was a mem- 
ber of the New York State Council 
on Accountancy from 1930 to 1947, 
He was also a Vice-President of the 
American Society of Certified Public 
Accountants. 

Mr. Hecht is senior partner in the 
firm of Charles Hecht & Co., C.P.A’s. 
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available for conversion into cash, 
when required for business pur- 
poses. 


5. Frozen’ Capital, consisting of 
long-term investments either in 
securities, property or other as- 
sets used in the enterprise, whose 
availability is restricted for one 
reason or another. Mortgages 
and other long-term debts appli- 
cable to the frozen capital are ap- 
plied as a reduction thereof to 
obtain the net. 


The Position Statement is the suc- 
cessor to the Balance Sheet. It is the 
barometer of business, serving alike the 
needs of management, creditor and in- 
vestor. It is useful also to the profes- 
sional accountant. The information 
which it furnishes, particularly when 
compared with prior and subsequent 
statements, shows the trends of the 
enterprise. Weakness as well as strength 
is spotted. 

Each division of capital appearing in 
a Position Statement may, where nec- 
essary, be analyzed, such analysis be- 
coming an addendum thereto. 


The several elements entering into 
the preparation of a Position Statement 
can readily be broken down to show the 
proportion which each element of capi- 
tal bears to the total capital. Capital, 
as here defined, disregards the various 
technical terms which are generally 
used. Capital is regarded as an amount 
obtained by subtracting liabilities from 
assets, regardless of whether designated 
as common stock, preferred stock, sur- 
plus, ete. 


A Position Statement may be com- 
piled from a Balance Sheet. This is il- 
lustrated in the following example: 
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CLOSING BALANCE SHEET 


Assets 

Current 

U. S. Government 17,797,000 

Fixed 

Other Assets 

Liabilities and Capital 

Current 

Mecounts Payable wes $ 7,335,000 
Fixed 

Reserves 

Capital Stock & Surplus 


The information contained in the above balance sheet has been rearranged 
in the following Position Statement to show the disposition of the capital, i.e., 
where it is being used, how much is being used, and the proportion of each part 


to the total. 


POSITION STATEMENT AT CLOSE OF PERIOD 


Gurrent 


Accounts Receivable Capital.............. 


It is to be noted that the “Reserve 
for Contingencies” appearing in the 
Balance Sheet is omitted from the 
Liabilities in the Position Statement, it 
being considered that this is a portion 
of the surplus from which it is pre- 
sumed to have emanated and is there- 


% of Total 


Capital 
(3,579,000) (5.84) 
28,442,000 46.38 


fore restored to its original status. 

It is evident from a comparison of 
the Position Statement with the Bal- 
ance Sheet that the former is not alone 
simpler and easier to understand, but it 
also gives a clearer presentation ot the 
use of capital by management. 


July 


— 


| 
= | 


The Obsolete Balance Sheet 


Technical analysts of balance sheets 
are keenly interested in comparisons 
and the underlying reasons and ex- 
planations resulting therefrom. Similar 
information is obtained when two posi- 
tion statements are compared and the 
changes which occurred set down. For 
the sake of simplicity these changes are 
denoted as either “source” or “use of 
capital” for, in essence, that is what 


Its Successor—The Position Statement 


they represent. The increase in liability 
capital or the decrease in asset capital 
shows the sources from which capital 
was obtained, whereas the increase in 
asset capital or decrease in liability 
capital tells what it was used for. This 
is illustrated in the following table in 
which the position statement shown 
above is compared with a similar state- 
ment as of the close of a prior year: 


Close of Beginning of Source of Use of 
Period Period Capital Capital 
ola $ 3,756,000 $ 3,470,000 $ — $ 286,000 
Less: ‘Current. Liabilities. 7,335,000 8,455,000 1,120,000 
Accounts Receivable Capital....... 3,660,000 3,705,000 45,000 = 
Inventory (Capital: 15,018,000 14,484,000 534,000 
Emergency Capital .............. 17,797,000 3,050,000 — 14,747,000 


A study of the “Source of Capital” 
and “Use of Capital” columns by even 
a casual observer reveals that the chief 
source of capital was derived from liq- 
uefying frozen capital and from the 
net profits accumulated by the enter- 
prise, the net profit being represented 
in this instance by the increase in the 
capital. There may be instances where 
the increase in capital was brought 
about by contributions thereto other 
than from profits. To a smaller extent 
capital was obtained from the reduction 
in the accounts receivable; such capital 
was used to pay off liabilities, to in- 
crease the investment in inventories, 
and in marketable securities. 

The investor or credit grantor would 
reason that it might have been more 
judicious to forego the investment in 
emergency capital by leaving such sum 
as an addition to the cash capital with 


$16,687,000 $16,687,000 


the subsequent improvement which this 
would have brought about in the cash 
capital position. 

A comparison of successive position 
statements is also useful in developing 
information to avoid the imposition of 
the special tax on corporations pro- 
vided for in Section 102 of the Internal 
Revenue Code. This relates to ‘“accu- 
mulation of profits beyond the reason- 
able needs of the business”. There are 
situations where the surplus figure 
standing alone may appear to be large, 
thus warranting the imposition of the 
special tax; but when it is segregated 
into the elements provided for in a 
Position Statement, it may be readily 
demonstrated that the accumulation is 
for the needs of the business rather 
than for withholding corporate distribu- 
tions in the form of dividends to share- 
holders. 
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Is Next Year’s Depreciation 
a Current Asset? 


By Paut Kircuer, C.P.A,. 


Bigs us begin by admitting that de- 
preciation is not a current asset. 
Bulletin No. 30 specifically excludes 
“({) depreciable assets” from that 
category. 

Now that our conclusion is out of 
the way, it may be instructive to con- 
sider the matter of definitions a bit 
further. The average practicing ac- 
countant is sometimes inclined to 
wonder why leaders of the profession 
devote unpaid time to worrying about 
the significance of such terms as “work- 
ing capital” or “current assets.” Every- 
body has a general idea of what the 
words mean, nobody knows exactly 
what they mean, and why worry? 

Definitions are vital to accountants 
because they are the basic tools of our 
profession. According to the Committee 
on Terminology of the A.I.A., account- 
ing is “the art of recording, classifying, 
and summarizing, in a significant man- 
ner and in terms of money, transactions 
and events which are, in part at least, of 


Kircuer, C.P.A. (Illinois), 
attended McGill University (Mon- 
treal) and the University of New 
Mexico, from which he was gradu- 
ated with the degree of B.B.A. He 
earned his M.B.A. at the Uni- 
versity of Michigan, where he is now 
completing his doctorate dissertation 
on “Accounting for Security Invest- 
ments.” 

Mr. Kircher is the author of 
“Interpretation of Financial State- 
ments” and “Graphic Analysis.” He 
is an associate member of the Ameri- 
can Accounting Association, and will 
be Instructor of Accounting at the 
School of Business, University of 
Chicago, this Fall. 


a financial character, and interpreting 
the results thereof.” (Bulletin No. 9). 

Let us do a little rambling in Web- 
ster. “Classify” means “arrange in 
classes.” A “class” is “‘a group of things 
having common characteristics.” A 
“characteristic” is “a distinguishing 
property.” And finally, a “definition” 
is “a description of a thing by its prop- 
erties.” In other words, we need denni- 
tions before we can classify; so defini- 
tions are the tools with which we work. 

This conclusion will come as no sur- 
prise to thoughtful accountants. How- 
ever, it is doubtful if even they realize 
how uncertain is the ground on which 
we operate. Committees of the Ameri- 
can .\ccounting Association have been 
working for years to bring a greater 
degree of order and certainty to our 
field. There have been independent con- 
tributions, such as Paton and Littleton’s 
Corporate Accounting Standards, Gil- 
man’s Accounting Concepts of Profit, 
and so on. And _ still we progress 
slowly. The Bulletin dealing with 
“Current Assets and Current Liabili- 
ties: Working Capital” is less than a 
year old. Why should it have taken so 
long to come to some agreement on 
such a commonplace as “Current 
Assets” ? 

3efore going any further, the author 
would like to challenge the reader. 
Take a piece of paper, preferably an old 
envelope (to set a limit on the length), 
and write down your definition of Cur- 
rent Assets. No fair looking ahead, 
where the Committee’s definition is pre- 
sented, or at any other source material. 

The point is that your definition must 
be as sharp as possible. An accountant 
needs tools with fine edges fully as 
much as a carpenter does. 

Now compare your definition with 
that of the Committee. 
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Is Next Year’s Depreciation a Current Asset? 


It is unfair to attempt to summarize 
a Bulletin which already represents a 
notable piece of condensation. How- 
ever, as a reminder to those who do not 
have it handy, the important points seem 
to be these: ‘In the past, definitions of 
current assets have tended to be overly 
concerned with immediate or forced 
liquidation values... It should be re-em- 
phasized that financial statements of a 
going concern are prepared on the as- 
sumption that the company will con- 
tinue in business. . . . For accounting 
purposes, the term current assets is used 
to designate cash and other assets or 
resources commonly identified as those 
which are reasonably expected to be 
realized in cash or sold or. consumed 
during the normal operating cycle of 
the business.” ! 

The Bulletin then gives several illus- 
trations of typical current assets, con- 
cluding with “(g) ... and other items 
which, if not paid in advance, would 
require the use of current assets during 
the operating cycle.” Following which 
is a description of the “operating cycle.” 

Merely as it stands above, this is 
evidently a good definition. When the 
original context is added, it becomes 
very good indeed. Why then did the 
Committee add the statement that cur- 
rent assets do not include “depreciable 
assets”? 

Testing a definition is like testing any 
other measuring device. If a gauge is 
supposed to let only a certain group of 
articles pass, a quick way to prove its 
efficiency is to take a handful of as- 
sorted specimens and see whether any 
of the unwanted members get through. 

Let us do the same with the defini- 


tion. Take a sinking fund for retire- 
ment of bonds due ten years hence. 
Over one cycle—and out. Take land— 
ditto, not current. Similarly, for most 
items which the Committee wished to 
exclude. 

But not for all. To be scientific, we 
can never say “all,” for it is impossible 
to test all possible situations. The only 
definitions which are absolute in this 
sense are those which, as part of the 
definition, deliberately limit the field to 
be tested. The field is partially limited 
by the word “asset,” but there is too 
great a variety of assets for a testing of 
them all. 

Still, there is no great hardship. The 
real bogey of the definition-maker is the 
fear that something will slip by his 
gauge which he definitely does not want 
to get past. For example, next year’s 
depreciation on fixed assets. 

Please pick up your definition of a 
current asset, and see what it does to 
this unwelcome customer. Did you, 
along with the Committee, say or imply 
“other items which, if not paid in ad- 
vance, would require the use of current 
assets during the operating cycle’? 
Current assets would have been needed 
for rent if the plant were not purchased. 
Did you say “consumed during the 
normal operating cycle of the busi- 
ness”? Webster again: “To be con- 
sumed” is “to waste away.” Next year's 
depreciation represents the part that is 
going to waste away. 

So, unless you made the exception, 
as did the Committee, we will expect to 
see “Depreciation” listed as a Current 
Asset on the next Balance Sheet you 
certify. 


1 Committee on Accounting Procedure, Accounting Research Bulletin No. 30, Current 
Assets and Current Liabilities: 
New York, August, 1947. 
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New York State Tax Clinic 


Conducted by BENJAMIN Harrow, 


What Is Income? 


The economist, the accountant, the 
average man may all have different 
answers to the question of what is in- 
come. From the standpoint of the tax 
law the answer may be different even 
from that of the economist, the account- 
ant or the average man. Perhaps the 
qui ‘stion asked should be “What is tax- 
able income However the answer is 
not always impli ed by putting the ques- 
tion as simply as that. For example, 
individuals are subject to tax on net 
income. So too are trusts or estates, 
which are taxable as individuals. (Sec. 
350(2) ). In computing the net in- 
come of the estate or trust a deduction 
may be taken for a distributive share 
of a beneficiary, whether distributed or 
not, of the net income of the estate or 
trust, and of course “any amount so 
deducted in computing the net income 
of the estate or trust for the taxable 
year shall be included in computing the 
net income of the beneficiary.” 

The creation of a taxable entity such 


BENJAMIN Harrow, C.P.A., has 
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1928. He is a Professor of Law at 
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tion, Cooperation with the State 
Iducation Department and Its 
\gencies, and Cooperation with the 
Bar. Mr. Harrow 1s engaged in 
general practice as a certified public 
accountant in his office in 


New York City. 
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as a trust may complicate the determin- 
ation of taxable income. In the usual 
trust, a fiduciary is appointed who acts 
for a life tenant and a remainderman. 
The fiduciary is amenable to state law 
with respect to trusts as well as the 
trust instrument creating the trust and, 
as a fiduciary, he is vitally concerned 
with the determination of what is prin- 
cipal and what is income in the trust 
sense. This use of the term income 
under trust law does not necessarily 
have the same meaning as income under 
tax law, but since the term is the same 
confusion may result. For example, 
income that may be distributed to life 
beneficiaries may exceed the taxable 
net income of a trust. One reason for 
this is that a life beneficiary may be 
entitled to receive something as income 
from a source which is not taxable 
gross income to a trust in the first in- 
stance. .\ payment may be made from 
principal, as in the case of salvage op- 
erations, or from a receipt which is not 
includible in gross income under tax 
law, as in the case of a non-taxable 
stock dividend paid to a life beneficiary. 


eal estate mortgages 
or rental properties and there are de- 
faulting mortgagors or lessees, as was 
the case during the depression years, 
income beneficiaries may receive little 
or no income currently. Now a trustee 
acts for the benefit of both the income 
beneficiaries and the remaindermen. In 
this situation there have been developed 
some equitable doctrines of apportion- 
ment whereby amounts salvaged out of 
the foreclosure of properties or the sale 
of unproductive property are awarded 
in part to life beneficiaries. As a matter 
of fact. a trustee has a duty to sell un- 
productive property. Under the doc- 
trine of apportionment, since the in- 
come beneficiary has been deprived of 
income during a salvage period, he is 


If a trust has r 
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New York State Tax Clinic 


awarded a portion of the proceeds even 
though the latter originally comprised 
only principal. It is nevertheless con- 
sidered as income and is taxable to a 
beneficiary under federal law and prop- 
erly deducted from gross income. 
(I.R.C., Sec. 162(b) & (c) ). The 
State of New York follows the appor- 
tionment rule (Jn re: Otis, 276 N.Y. 
101; In re: Chapal’s Will, 269 N.Y. 
464), although in 1940 the New York 
Legislature added Section 17c to the 
Personal Property Law simplifying the 
application of the Chapal-Otis rules. 
The federal court dealt with this situa- 
tion in Johnston v. Helvering (141 F. 
2d 208, C.C.A.—2, 1944, aff’g. 1 T.C. 
228, cert. den., 323 U. S.715). In this 
case, the trust not only had no taxable 
net income, it had actually suffered a 
loss. The trust corpus included a bond 
and mortgage having a cost of $600,000. 
Upon a default in the payment of inter- 
est the trustee foreclosed and acquired 
the property bidding $600,000 jor it 
and paving foreclosure costs of $27,000. 
iter operating the property for a short 
period it was sold for $550,000, payable 
$100,000 in cash and $450,000 by mort- 
gage. Under New York law this trans- 
action was a salvaging operation of a 
mortgage given to secure the payment 
of interest as well as principal, and the 
proceeds were allocated between prin- 
cipal and interest, the life tenants being 
awarded about $115,000 of the pro- 
ceeds. This was taxed by the Commis- 
sioner, the Tax Court, and the Second 
Circuit to the beneficiaries as currently 
distributable income. Not only was the 
income something allocated to the life 
tenant as a result of equitable con- 
siderations, but it was actually un- 
distributable since the major portion 
of it was represented by a share in the 
$450,000 bond and mortgage. 


What the state would do if con- 
fronted with this situation is anybody's 
guess. Conceivably it could call income 
under trust law taxable income under 
the tax law. It is true that the state law 
does not have a provision similar to 
Sec. 162(b). However Art. 245 of the 
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Regulations contains this provision: 
“Income of the estate actually distribu- 
ted to beneficiaries during the period of 
administration constitutes taxable in- 
come to them even though the amounts 
distributed exceed the net income of the 
estate.” 

If the taxpayer were an individual, 
this artificial situation would not exist. 
There would be no taxable income 
whatever; in fact there would be an 
overall loss. It is the trust-beneficiary 
relationship and the taxable entity that 
can easily be created by any person 
that is responsible for this distorted tax 
result. 

Our own Second Circuit, in a case 
involving the receipt of a non-taxable 
stock dividend by a beneficiary of a 
trust (WeCullough v. Com’r., 153 F. 
(2) 345, 1946, rev’g. 4+ T.C. 109) said. 
“the fact that the stock dividend 
shares were not taxable income to the 
executors under the rule of Eisner v. 
Macomber, 252 U. S. 189, .... does 
not preclude them from being taxable 
income to (the beneficiary) when de- 
livered to her in satisfaction of her 
right to receive income.” 

Art. 245 of the regulations specifi- 
cally provides that a distribution of 
stock dividends to a beneficiary in ac- 
cordance with the provisions of a will 
or trust indenture is not income to the 
beneficiaries until the shares are sold. 
Furthermore, the basis for determining 
the gain on such sale is the fair market 
value of the shares at the date of dis- 
tribution. 

The decision in the \/cCullough case 
may affect the present policy with re- 
spect to the treatment of tax-exempt 
income received by an estate or trust 
and distributed to a beneficiary. The 
present rule is that such income retains 
its exempt status in the hands of the 
beneficiary. Neither under the federal 
law nor under the state law is there a 
specific statutory provision exempting 
such income from tax to the beneficiary. 

A trust or estate is a separate taxable 
entity distinct from the beneficiary and 
it might be argued that such exempt 
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income loses its identity when distribu- 
ted as income to a beneficiary. That is 
true under present law with respect to 
tax exempt income received by a corpo- 
ration and later distributed as a divi- 
dend to its stockholders. 

With respect to a capital gain under 
state law, there is a specific provision 
that such gains are taxable to the estate 
or trust as an entity even though they 
are distributable to beneficiaries. 


Loss on Subsidiary Capital 

A corporation owns all the stock of 
a subsidiary company. It sells the stock 
at a loss. Is the loss an allowable de- 
duction in determining entire net in- 
come for franchise tax purposes? 
Under the present franchise tax law 
subsidiary income is excluded in com- 
puting the tax measured by entire net 
income. The exciusion would include 
any gains on the sale of subsidiary 
capital. Losses on subsidiary capital 
are eliminated as a factor in the determ- 
ination of entire net income. Art. 311, 
in defining entire net income, provides 
for an adjustment of federal net income 
by adding to it, (6) All losses from 
subsidiary capital which were deducted 
in computing Federal net income.” 
Form 3 C. T. is set up to eliminate 
from federal net income any subsidiary 
losses included in the determination of 
such net income. At line 35 on the 
1948 return the taxpayer is required to 
add back to income “any deductions 
claimed above which were directly at- 
tributable to subsidiary capital (inelnd- 
ing any capital losses on subsidiary 
capital taken into account in computing 
Item 12 (a) or (b)” (short and long 
term capital gains and losses). 


Allocation—The Receipts Factor 

A\ New York corporation operates a 
factory in New Jersey. About 75% of 
its product is manufactured at this 
plant, the other 25% is purchased from 
a New Jersey corporation. All orders 
for the sale of its merchandise are ac- 
cepted at the main office in New York, 
but all shipments are made from the 
factory in New Jersey. The executive 
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offices and the sales organization are 
located in New York. How would the 
corporation allocate its sales? 

The corporation has both a regular 
place of business and a permanent and 
continuous place of business outside 
New York. This entitles the corpora- 
tion to an allocation of its sales under 
the receipts factor. Since the merchan- 
dise is located at a permanent place of 
business outside New York at the time 
of the receipt of the order and at the 
time of the appropriation of the mer- 
chandise to the order, such sales are 
allocated outside New York even 
though the order is accepted in New 
York. 

Art. 413 (2) discusses sales of tangi- 
ble personal property not located at a 
permanent place of business outside of 
New York. This reads in part as 
follows: “ . if the property sold 
was located outside New York at the 
time the order was received, and was 
located outside New York at the time 
it was appropriated to the order, the 
receipt from the sale is nevertheless 
allocable to New York, winless it can 
be shown also, that at one of those 
times the property was located at a 
permanent or continuous place of busi- 
ness maintained by the taxpayer out- 
Since the mer- 
chandise is located at a permanent place 
of business outside New York at the 
time of the receipt of the order and at 
the time of the appropriation to the 
order, the sale is allocated outside New 
York. 

Example 3 in Art. 413 (2) seems to 
cover the facts in this case. This reads 
as follows: “A taxpayer receives or 
accepts in New York an order which 
it fills from a stock of goods in a ware- 
house. regularly maintained by it 
through its own employees in Michi- 
gan. The receipt from the sale is not 
allocable to New York.” 


Non-Resident Seamen 


Resident seamen are taxable on their 
entire net income from whatever source 
derived. Non-resident seamen are tax- 
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able only on income derived from 
sources within the State of New York. 
The source of the income is determined 
by the place where the vessel operates. 
If the vessel operates exclusively within 
the State of New York all the wages 
of the seamen are regarded as income 
from sources within the state. If the 
ship operates exclusively between ports 
of the State of New York and foreign 
ports, or between New York ports and 
ports of other states, the regulations 
(Art. 453) state that the wages of the 
non-resident seamen are not to be re- 
garded as from sources within New 
York. However, “seamen employed on 
vessels operating between the States of 
New Jersey and New York within the 
port of New York, are regarded as 
earning” one-half of their income 
from sources within the state. 

If a non-resident seaman has a mail- 
ing address at the Seaman's Institute 
or in care of a steamship company at a 
New York address he is treated as a 
resident of New York and taxed on all 
of his income, unless he can prove that 
he is a resident of another state. 


Personal Exemption and Domicile 

A wife has a business in Georgia and 
resides there. The husband has a busi- 
ness in New York and resides here. 
May the husband take a personal ex- 
emption of $2,500? 

The husband is subject to tax in 
New York because he is domiciled in 
New York and a resident in New York. 
Prima facie, the wife’s domicile follows 
that of her husband but under the law 
of domicile a wife may acquire a sepa- 
rate domicile, and Art. 502 of the regu- 
lations follows this rule with respect to 
the income tax law. 

The wife is not subject to tax in 
New York because she is neither domi- 
ciled in the state nor a resident of the 
state. She would be taxable in New 
York only as a non-resident on income 
earned in New York. 

The personal exemption of a married 
person is $2,500, and is allowed to hus- 
band and wife only if they are living 
together in a home jointly maintained 
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by them. The regulations (Art. 207) 
provide that if “the husband voluntar- 
ily and continuously makes his home at 
one place and his wife hers at another, 
they are not living together within the 
meaning of the Tax Law, irrespective 
of their personal relations.”” That pro- 
vision would apply in this situation and 
the husband would not be entitled to 
the marital exemption of $2,500. His 
exemption would be limited to $1,500, 
the same as a single taxpayer. 

This situation has come before the 
Tax Commission as well as a related 
issue. Could the husband file a joint 
return and include the wife’s income in 
his return? Sec. 367 of the Law per- 
mits the filing of a joint return if a hus- 
band and wife are living together. Art. 
207 of the regulations referred to above, 
explains the tax sense in which the 
words ‘living together’ are used and 
accordingly a joint return could not be 
filed if the husband resides in New 
York and his wife in Georgia. 


Non-Residents 

Sec. 211.1 of the Law requires every 
foreign corporation which has an agent 
or representative in New York to file 
a report (Form 245 C.T.), irrespective 
of whether it is doing business in New 
York so as to be subject to tax. The 
corporation sets forth full information 
as to its activities in New York. The 
State Tax Commission is then in a 
position to ascertain whether it is sub- 
ject to tax. If the Commission de- 
termines that the corporation is subject 
to tax the corporation is notified to file 
a regular franchise tax report. 

There is no similar procedure under 
the Income Tax Law in the case of 
non-residents who maintain an office 
in New York with a fair degree of 
regularity and continuity. For example, 
suppose a firm of accountants has its 
main office in Pennsylvania. It has a 
number of clients in New York and all 
the work is done out of the Pennsyl- 
vania office. The firm has an office in 
New York for the purpose of maintain- 
ing a local contact with its New York 
clients. The New York office is in 
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the charge of one employee who answers 
the telephone and acts as a receptionist 
if a conference is to be held at the New 
York office. Presumably non-resident 
partners or employees are not doing 
taxable business in New York and are 
not taxable on any income earned aris- 
ing out of business done in New York. 
But unless the non-resident firm volun- 
tarily files a partnership return in New 
York there is no procedure which 
would enable the Tax Commission to 
determine the tax status of the non- 
resident partners, such as there is in 
the case of foreign corporations. 


A tax-conscious firm of accountants 
jealous of its reputation would probably 
file returns each year even though the 
returns would show no taxable income 
in New York. The chief advantage in 
such a procedure is that the filing of 
a return starts the Statute of Limita- 
tions running. Otherwise, the Com- 
mussion could at any time assert a claim 
for taxes for all prior years. 


With the partnership return the non- 
resident firm will file Form 204a, the 
allocation schedule. The property 
factor will show the ratio of property 
in New York to all property. Doubtless 
the firm would have some furniture in 
the New York office which would be 
allocable to New York. The salaries 
and wages factor will show the ratio 
of salaries of New York employees to 
total salaries. The receipts factor 
would show nothing allocable to New 
York, since all the income from services 
performed in New York is earned by 
non-residents working out of the 
Pennsylvania office. On constitutional 
grounds a non-resident, as a citizen of 
the United States, has equal rights and 
immunities with a resident, and a state 
may not restrict him from performing 
services in this state. The relationship 
of a foreign corporation to a state is 
ditferent. When it engages in business 
activities in New York it does so only 
with the consent of the state, and the 
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state may therefore exact a tax for this 
privilege. 


Computation of Distributive 
Share of Partners 


A and B are partners in the AB 
Company. Their partnership agree- 
ment calls for sharing of profits and 
losses equally after provision of a $10,- 
000 salary to A. In 1947 the AB Com- 
pany reported a profit of $30,000, be- 
fore provision for A’s salary and a 
partnership contribution of $1,000. 
Ouestion: How much of the contribu- 
tion should each partner consider as 
part of his distributive share, $500 
each, or $666.67 and $333.33, respec- 
tively ? 

Partnerships as such are not subject 
to the personal income tax, but the in- 
dividual partners are taxed on their 
distributive shares of the net income 
of the partnership. The net income ot 
the partnership is computed without 
the deduction for contributions, but 
each partner may take as a deduction 
on his personal return his proportion- 
ate share of the contributions made by 
the partnership. The proportionate 
share is the distributive interest in the 
net profit of the partnership, which is 
the final percentage after taking into 
account the division of part of the 
profits as salary and the division of the 
balance according to a profit and loss 
ratio. A salary to a partner represents 
a division of profits and not an expense 
of the business in arriving at the net 
profit. Accordingly, in the problem sub- 
mitted, $10,000 of the total profits goes 
to A as a salary, and the balance is 
divided, $10,000 to A and $10,000 to B. 
A has therefore received $20,000 of the 
total profits and B, $10,000. Expressed 
in percentages A’s distributive share in 
the net profits was 2/3 and B’s, 1/3. 
Those are the proportionate shares of 
the $1,000 contribution that should be 
taken by A and B on their individual 
returns. 
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Sale of Good Will 


Ouestion: Upon the sale of an un- 
incorporated business is the amount 
received for good will the sale of a 
capital asset? 

Capital assets are defined as property 
held by the taxpayer whether or not 
connected with a trade or business, 
with certain enumerated exceptions 
such as inventories, land used in a busi- 
ness, and depreciable property used in 
a business. Good will would thus come 
within the definition of capital assets. 

Art. 487 (g) of the regulations pro- 
vides that “‘any profit or loss resulting 
from an investment in good will can 
be taken only when the business . . . . is 
sold”. If any payment was made for 
good will, that becomes the basis for 
determining the gain or loss. If no 
payment had been made for good will 
no deductible loss is possible, but there 
may be a profit. The regulation states 
that it is immaterial that good will may 
never have been carried on the books 
as an asset. If the business had been 
in existence prior to January 1, 1919, 
the basis for determining gain on the 
sale of the good will would be the fair 
market value of the good will as of 
January 1, 1919. Any profit on the 
sale’ of the good will would be a capital 
gain. 


Waiver of Statute of Limitations 


Ouestion: What attitude should a 
partnership take towards signing a 
waiver to extend the Statute of Limita- 
tions for one more vear? It is gener- 
ally advisable to take a cooperative 
attitude in dealing with the Tax Com- 
mission. The taxpayer has little to gain 
by refusing to sign the waiver. It is 
within the power of the Tax Commis- 
sion virtually to make an arbitrary 
assessment (Sec. 373(1) ). This is 
like the jeopardy assessment under the 
federal income tax law. If the taxpayer 
signs the waiver he can avoid the arbi- 
trary assessment and be given an op- 


portunity for an informal as well as a 


(1) 75 N.Y.S. 2d 694 (October 9, 1947) 
1948 


formal hearing before any final de- 
termination is made by the Tax Com- 
mission. 


Trusts—Liability for Payment 
of Real Estate Tax 


In a trust of real property it is im- 
portant to determine who is liable for 
the payment of real estate taxes. If the 
life tenant is liable, the tax is deduc- 
tible from the income taxable to the life 
tenant. If the trust is liable then the 
deduction is available only to the trust. 
In a case recently before the Surrogate 
of Westchester County“ it was held 
that the life tenant must pay the real 
estate tax in the absence of a contrary 
provision in the will. Ii the will pro- 
vides that the upkeep of the property 
is to be paid out of the corpus then the 
life tenant is not liable for the payment 
of the real estate tax and, of course, is 
not entitled to the deduction for such 
tax from gross income. 


Exemption of Life Insurance 
Proceeds—New York Estate Tax 


A life insurance policy of $25,000 
was assigned to a bank as collateral 
on a loan of $8,700. The loan was paid 
by the executrix out of estate assets 
and the bank delivered the policy to her. 
The State Tax Commission, in com- 
puting the insurance exemption under 
Sec. 249(q) of the Estate Tax Law, 
deducted the amount of the loan, thus 
reducing the exemption. The Surrogate 
held that the entire proceeds of the in- 
surance policy should have been in- 
cluded in the exemption. The Court 
said that the estate was primarily liable 
for the payment of the secured obliga- 
tion and that if the beneficiary had used 
the insurance proceeds for the pay- 
ment of the loan, the amount so paid 
could be recovered from the estate. The 
Commission cited some federal cases 
which held to the contrary, but in those 
cases the proceeds of the policies were 
used to discharge the indebtedness. 
This should not be controlling if the 


| 
| 
| ; 
t 
539 


The New York Certified Public Accountant 


beneficiary entitled to the insurance 
proceeds may recover the amount so 
paid from the estate. (Matter of David 
D’Meara, N. Y.L.J., April 22, 1948, 
p. 1506) 


Non-Resident Partner 

In the recent case of Outwater v. 
Bates (77 N. Y.S. 2d 654, March 24, 
1948,) the question was whether the 
taxpayer, a non-resident, was a mem- 
ber of a resident partnership or merely 
an employee working as a commission 
agent. If his status was that of a non- 
resident partner he was taxable on his 
distributive share of the partnership 
income allocated to New York. If he 
was an employee, he was taxable only 
on services performed in New York. 
The court held that the taxpayer was 
engaged in a business venture as a 
principal even though his compensa- 
tion was based upon a percentage of 
gross earnings rather than on a share of 
the profits. He was therefore taxable 
as a partner and not as an employee. 
The method of compensation was not 
conclusive as to his status, said the 
court in a per curiam opinion. 


When do Real Estate Operations 
Constitute the Carrying on of a 
Business ? 


In the March, 1948, issue of the State 
Tax Clinic (pp. 237 and 238) we 
discussed the problem of a loss on the 
sale of real estate as an ordinary loss 
or capital loss. We called attention to 
the distinction made by the Tax Com- 
mission between real estate as an in- 
vestment and real estate as a business. 
We suggested that the issue will have 
to be decided by the Courts on the 
specific facts of each case. 

Two cases were recently before the 
Appellate Division involving the ques- 
tion of whether buying, selling and 
operating real property constituted a 
business. In the first case,“°? the Com- 


mission determined that a partnership 
was carrying on a business within the 
meaning of the income tax law for the 
years 1940 and 1941. Such a deter- 
mination subjected the profits realized 
to the minimum normal and emergency 
taxes in effect for those years. It was 
the taxpayers in this case who con- 
tended that they were not carrying on 
a business and that the profit was sub- 
ject to the capital gain tax. The Court 
held that the evidence sustained the 
Commissioner. One judge dissented. 
The opinion does not go into the basis 
of the decision. 

In the second case‘ the taxpayer 
owned a farm that had been rented to 
a tenant for a number of years. The 
taxpayer sold the farm at a loss and 
deducted the loss from ordinary in- 
come. The taxpayer was not otherwise 
engaged in farming or in real estate 
transactions. The Court held that the 
taxpayer was not engaged in business 
merely because of the ownership and 
rental of the farm. Consequently, the 
property was a capital asset and the 
resulting loss was a capital loss. Own- 
ing and renting one piece of property 
will not be construed as carrying on a 


business. 


Unincorporated Business Tax— 

Operation of a Hotel Business 

by a Trust. 

The operation of an unincorporated 
business generally subjects the tax- 
payer to the Unincorporated Business 
tax. The law (Sec. 386) provides that 
owners are not to “be deemed engaged 
in an unincorporated business, solely 
by reason of the holding, leasing, or 
managing of real property.” This pro- 
vision of the law was in issue in a 
recent case.“4) Trustees under a will 
were the owners of the Hotel Theresa. 
They entered into an agreement with a 
management company who operated 
the hotel as agents of the trustees. The 
trustees had general powers of super- 


(2) Matter of Weil v. Bates ct al., App. Div., 3rd Dept., May 5, 1948. 
(3) People ex rel. Johnson v. Browne et al., App. Div., 3rd Dept., May 5, 1948. 
(4) Matter of Sidenberg et al. vy. Chapman et al. App. Div., 3rd Dept., May 5, 1948. 
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vision and control of the entire prop- 
erty. They also were obligated to in- 
vest certain sums of money together 
with the agent in connection with the 
operation and management of the hotel. 
The court held that the contract with 
the management company was not an 
outright lease, that the arrangement 
constituted a joint venture in the hotel 
business and the trustees were therefore 
subject to the Unincorporated Busi- 
ness tax. 

On the ground floor of the hotel 
there were eleven stores. These were 
rented independently of the manage- 


ment company and the hotel business. 
The taxpayers sought to segregate the 
income from the stores as coming with- 
in the exemption from the tax. The 
Court held that the stores were also 
part of the hotel business in which the 
trustces were engaged. The cost of 
heating the stores was charged against 
the income from the operation of the 
hotel. The stores were an_ integral 
part of the building which was owned 
by the trustees. Depreciation was taken 
on the entire building as a deduction 
in arriving at taxable income and this 
included the stores, 
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beneficiary entitled to the insurance 
proceeds may recover the amount so 
paid from the estate. (Matter of David 
D’Meara, N. Y.L.J., April 22, 1948, 
p- 1506) 


Non-Resident Partner 


In the recent case of Outwater v. 
Bates (77 N. Y.S. 2d 654, March 24, 
1948,) the question was whether the 
taxpayer, a non-resident, was a mem- 
ber of a resident partnership or merely 
an employee working as a commission 
agent. If his status was that of a non- 
resident partner he was taxable on his 
distributive share of the partnership 
income allocated to New York. If he 
was an employee, he was taxable only 
on services performed in New York. 
The court held that the taxpayer was 
engaged in a business venture as a 
principal even though his compensa- 
tion was based upon a percentage of 
gross earnings rather than on a share of 
the profits. He was therefore taxable 
as a partner and not as an employee. 
The method of compensation was not 
conclusive as to his status, said the 
court in a per curiam opinion. 


When do Real Estate Operations 
Constitute the Carrying on of a 
Business? 


In the March, 1948, issue of the State 
Tax Clinic (pp. 237 and 238) we 
discussed the problem of a loss on the 
sale of real estate as an ordinary loss 
or capital loss. We called attention to 
the distinction made by the Tax Com- 
mission between real estate as an in- 
vestment and real estate as a business. 
We suggested that the issue will have 
to be decided by the Courts on the 
specific facts of each case. 

Two cases were recently before the 
Appellate Division involving the ques- 
tion of whether buying, selling and 
operating real property constituted a 
business. In the first case,“?) the Com- 


mission determined that a partnership 
was carrying on a business within the 
meaning of the income tax law for the 
years 1940 and 1941. Such a deter- 
mination subjected the profits realized 
to the minimum normal and emergency 
taxes in effect for those years. It was 
the taxpayers in this case who con- 
tended that they were not carrying on 
a business and that the profit was sub- 
ject to the capital gain tax. The Court 
held that the evidence sustained the 
Commissioner. One judge dissented. 
The opinion does not go into the basis 
of the decision. 

In the second case‘) the taxpayer 
owned a farm that had been rented to 
a tenant for a number of years. The 
taxpayer sold the farm at a loss and 
deducted the loss from ordinary in- 
come. The taxpayer was not otherwise 
engaged in farming or in real estate 
transactions. The Court held that the 
taxpayer was not engaged in business 
merely because of the ownership and 
rental of the farm. Consequently, the 
property was a capital asset and the 
resulting loss was a capital loss. Own- 
ing and renting one piece of property 
will not be construed as carrying on a 


business. 


Unincorporated Business Tax— 

Operation of a Hotel Business 

by a Trust. 

The operation of an unincorporated 
business generally subjects the tax- 
payer to the Unincorporated Business 
tax. The law (Sec. 386) provides that 
owners are not to “be deemed engaged 
in an unincorporated business, solely 
by reason of the holding, leasing, or 
managing of real property.” This pro- 
vision of the law was in issue in a 
recent case.{?) Trustees under a will 
were the owners of the Hotel Theresa. 
They entered into an agreement with a 
management company who operated 
the hotel as agents of the trustees. The 
trustees had general powers of super- 


(2) Matter of Weil vy. Bates et al., App. Div., 3rd Dept., May 5, 1948. 
(3) People ex rel. Johnson v. Browne et al., App. Div., 3rd Dept., May 5, 1948. 
(4) Matter of Sidenberg et al. v. Chapman et al. App. Div., 3rd Dept., May 5, 1948. 
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vision and control of the entire prop- 
erty. They also were obligated to in- 
vest certain sums of money together 
with the agent in connection with the 
operation and management of the hotel. 
The court held that the contract with 
the management company was not an 
outright lease, that the arrangement 
constituted a joint venture in the hotel 
business and the trustees were therefore 
subject to the Unincorporated Busi- 
ness tax. 

On the ground floor of the hotel 
there were eleven stores. These were 
rented independently of the manage- 


ment company and the hotel business. 
The taxpayers sought to segregate the 
income from the stores as coming with- 
in the exemption from the tax. The 
Court held that the stores were also 
part of the hotel business in which the 
trustces were engaged. The cost of 
heating the stores was charged against 
the income from the operation of the 
hotel. The stores were an_ integral 
part of the building which was owned 
by the trustees. Depreciation was taken 
on the entire building as a deduction 
in arriving at taxable income and this 
included the stores. 


BUY BONDS TODAY! 


AMERICAS\ 
_ SECURITY, 
1948 541 


Accounting at the S. E. C. 


Conducted by Witttiam W. WERNTZ 


Drayer-Hanson, Incorporated 

The S.E.C. opinion in this case, which 
was presented in detail last month, is 
important primarily as a warning of 
the dangers and pitfalls which attend 
the omission of physical inventory tak- 
ing, and consequently of observation 
or checking thereof by the auditors. 
The auditor who in such circumstances 
nevertheless renders an  unqaulified 
opimicn on the basis of book figures 
and alternative audit procedures, as- 
sumes a very substantial burden of 
proof, should the inventory stated later 
Moreover, 


turn out to be inaccurate. 
it is clear, rightly or wrongly, that his 
alternative procedures will necessarily 
be weighed in some degree against what 
the facts turn out to be, rather than in 
terms of what the circumstances ap- 
peared at the time to indicate. As a re- 
sult, where inventories are substantial, 
the opinion makes it increasingly clear 

the auditor departs from normal 


thot 


procedures at his pert 


Wittiam W. Wernxtz, formerly 
Chief Accountant of the S.F.C., is 

w associated with Touche, Niven, 
Bailey & Smart. C.P.A’s. 

Mr. Werntz is a graduate of Yale 
University and of Yale Law School, 
and is a member of the Connecticut 
Bar. He was formerly an instructor 
of accounting at Yale University and 
Yale Law School. He was also an 
iccounting consultant to the O.P.A. 
ind the Treasury Department. 

Mr. Werntz is the author of 
numerous articles which have ap- 
peared in technical accounting publi- 
He is Vice-President of the 
Accounting Association. 
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13th Annual Report 


The Commission's Annual 
for the fiscal year ended June 30, 1947, 
contains a number of passages of inter- 
est to accountants. Beginning at page 1 
is a brief review of the registration 
process, including the results of certain 
studies showing that the median num- 
ber of days elapsing between date of 
filing and effective date was 29 for the 
1946 calendar year, and during the 
first six months of 1947 varied from 23 
to 34. There is included also a brief 
summary of the salient facts disclosed 
in investigative and stop-order pro- 
ceedings. Of a good deal more interest 
is a series of illustrations of disclosures 
brought about as a result of staff ex- 
aiminations, but without formal pro- 
ceedings. 


Report 


Beginning at page 120 is a resume 
of the activities of S.E.C. during the 
year in accounting and auditing. These 
summaries are often especially useful 
as an indication of what S.E.C. thinks 
about current accounting problems and 
of what steps it is itself considering. 
The following excerpts appeared to us 
to be of special interest: 


“While the Commission’s requirements 
are comprehensive they do not, indeed 
could not, establish a large body of ac- 
counting principles or prescribe the ac- 
counting principles or methods to be 
followed in any but a few basic respects. 
lo the extent that these matters have been 
dealt with by rule or regulation they have 
evolved ior the most part under the infu- 
ence of both formal and informal decisions 
in particular cases, discussions and corre- 
spondence with registrants, their account- 
ants and counsel, and cooperation with 
practicing accountants, committees of pro- 
fessional societies and similar organiza- 
tions, other Government agencies, and 
various interested individuals. 

“As has been suggested, however, much 
of the Commission’s activity in the field 
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of accounuting lies in areas where specific 
rules and regulations are neither practic- 
able nor desirable. In this, by far the 
largest segment of the Commission’s ac- 
counting work, the chief reliance for the 
protection of investors and the public 
therefore rests largely in the administra- 
tive determination oi applicable accounting 
and auditing principles and procedures 
properly to be iollowed. In making these 
determinations the Commission draws 
heavily on the guides that are found in 
accounting principles that have been recog- 
nized as sound by professional accountants 
generally and on the advice and experience 
of the persons and organizations mentioned 
above.” 
* * * 


“Developments In Accounting 

Principles and Procedures 

“One ot the functions of the accounting 
staff of the Commission is to isolate and 
study the many important accounting prob- 
lems which arise. Frequently, a specific 
and sometimes greatly detailed study is 
necessary in order to consider the question 
presented on factual, theoretical, and prac- 
tical grounds which are comprehensive and 
objective. Problems of this character may 
develop in connection with the financial 
statements of a particular company or may 
be suggested by general business or eco- 
nomic conditions. Often there is a strong 
mutual interest in the subject, both among 
individual professional accountants who 
have the problems to deal with and within, 
professional societies, with the result that 
cooperation in reaching a solution is ad- 
vantageous to all concerned. 


“One problem which the Commission had 
to consider during the year was the proper 
accounting to be fotlowed with respect to 
emergency war facilities which had been 
fully amortized not only for tax purposes 
pursuant to wartime legislation but also 
for financial purposes. he study of this 
question was undertaken last year, as was 
reported. Further consideration led to the 
adoption of a policy to be applied adminis- 
tratively. Coincident with the Commission’s 
consideration of the matter, the Committee 
on Accounting Procedure of the American 
Institute of Accountants also studied the 
problem. In November, 1946, the committee 
om its Bulletin No. 27. This publication, 
with respect to which frequent conversa- 
tions were had between Institute represen- 
tatives and the Commission’s staff, dis- 
cusses the special conditions under which, 
and the manner in which, fully amortized 
emergency facilities may properly be re- 
stored to the accounts. The views contained 
therein reflect substantially the policy 
which the Commission had been in the 


process oi developing through a series of 
particular cases. 

“Another question in which the Com- 
mission was greatly interested, and with 
respect to which there was a wide exchange 
of views with the accounting committee 
of the Institute, concerns the proper ac- 
counting for the use of special reserves 
created by many industrial companies dur- 
ing the war years. The Commission was 
quite concerned lest the practice develop of 
using these reserves in the postwar years 
for purposes not originally intended and 
not, except by very broad interpretation, 
related to war periods with the result that 
profits might be equalized as between years. 

“Rather strong, divergent opinion ex- 
isted on this question. One group iavored 
a concept that the war reserves should be 
considered available not only for normal 
termination costs, plant conversion, and 
rehabilitation, etc., but also for ‘other 
expenses, costs or losses which usually 
arise in a disrupted postwar situation or 
in the economic dislocations which are the 
aftermath of the war.’ The Commission’s 
view, joined in by a large majority of 
those expressing themselves on the subject, 
was that charges to the reserves should be 
restricted to pertinent expenditures made 
during a relatively short period after the 
termination of war production. The Com- 
mission specifically objected to the theory 
that the costs of strikes occurring in years 
well removed from the war might, by gen- 
erous reasoning, be charged, not against 
the income of the year of occurrence, but 
against reserves which had been retained 
after the war. 

“The Institute’s committee issued Bulle- 
tin No. 26 on this subject in October, 1946, 
and expressed opinions much in accordance 
with those held by the Commission, in- 
cluding a statement disapproving of the use 
of such reserves for strike costs ‘occurring 
after the resumption of peacetime opera- 
tions.” The Commission does not as a 
practical matter anticipate that it will ob- 
ject in the numerous instances in which 
expenses of strikes which occurred early in 
1946 were charged against war reserves. 
Moreover, financial information available 
as to current practices seems to indicate 
a disposition on the part of many com- 
panies to return the reserves to surplus, 
thereby eliminating the problem. 

“Near the close of the last fiscal year 
considerable discussion was in progress 
concerning the form of the balance sheet. 
This had been preceded by a few years by 
similar interest in possible recasting ot the 
order or method of presentation of profit 
and loss data. In connection with both 
matters the Commission’s staff had held 


many conversations with members of the 
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accounting profession and other interested 
individuals. Apropos of the profit and loss 
statement, one group of accountants ap- 
peared informally beiore the Commission 
and urged that the Commission's rules be 
changed so as to permit wide treedom in 
the 1orm and order of casting profit and 
loss statements. After further study of 
the matter the Commission reached the 
conclusion with respect to that proposal 
that its rules as to form and order otf 
statements should not be changed. 

‘Three reasons were given. First, it was 
felt that a convincing case had not been 
made in favor of the proposed new torm 
and order. Second, it was believed that 
the new ideas had not yet gained sufficient 
recognition in actual practice to warrant 
adoption by the Commission in the face of 
its own doubts. And, third, the opinion was 
held that the proper place for experimenta- 
tion of this kind was not in reports re- 
quired to be filed with the Commission, but 
rather in the annual reports furnished by 
comp anies to their stockholders. 

“The Commission emphasized that it did 
not wish to be regarded as opposing con- 
structive changes, as such, that it was 
receptive to proposals of this character, 
and that if and when the proposed form 
of profit and loss statement became gen- 
erally accepted its decision would be re- 
considered. The staff has applied these 
principles to the current proposals as to 
changes in the form of the balance sheet. 
It was agreed, however, as in the case of 
the profit and loss statement, that no ob- 
jection would be made to the filing with 
the Commission of financial statements 
prepared in a form other than that  re- 
quired by regulation S-X, provided that 
such statements were not misleading and 
were furnished as supplementary data and 
not in lieu of the prescribed statements. 


“So far as is known, members of the 
profession have agreed that this solution 
was a reasonable one. It should be pointed 
out that the stockholders’ reports of most 
registered industrial companies are not 
subject to the jurisdiction of the Commis- 
sion and therefore, insofar as the Com- 
mission is concerned, may be quite adapt- 
able to the experimentation in question, 
assuming, of course, that the divergencies 
between the two sets of statements are not 
so great as to raise questions as to the 
propriety of certification of both of them 
by independent accountants as fair presen- 
tations of the data involved. 

‘A problem that has been of considerab!e 
concern to the Commission for a number 
of years and with respect to which sub- 
stantial study has been undertaken concerns 
the proper gccounting treatment of em- 
ployees’ pensions. In the great majority 


of cases these pension plans are voluntary 
on the part of the company and may be 
altered or discontinued without legal con- 
sequence entirely at the will of the 
management. The Commission has come 
to feel that serious consideration should be 
given to the proposition that even under 
voluntary plans in which there is no strict 
legal liability to continue pension payments 
a corporate management expecting to re- 
main in business and enjoy gocd labor re- 
lations would not—if in fact it could— 
abandon a pension plan, and theretore a 
realistic approach is to recognize the lia- 
bility. However, in the absence of a 
clear-cut legal liability the Commission has 
not as yet, as a matter of policy, insisted 
upon the showing of an actuarially deter- 
mined liability for the accruing pensions. 
Instead, a clear footnote explanation is 
accepted. 


“Where the plan provides for the pur- 
chase of annuity contracts from an insur- 
ance company or the establishment of a 
trust fund, in either case based on past 
service of eligible employees or former 
employees now on pension, considerable 
diversity of opinion as to the proper ac- 
counting has been found. The iunding of 
pension costs fer past service may be 
accomplished by lump sum or installment 
payments to the trustee concurrent with 
payments covering accruals for the current 
year. Payments ‘covering the current year 
are clearly profit and loss charges. Pay- 
ments based upon past service of employees 
currently on the payroll are claimed by 
some to be proper charges to earned surplus 
on the grounds that the payment is for 
service rendered in prior years. Others, in- 
cluding the Commission's staff, have con- 
sidered such payments to have been made 
for a current benefit in the form of better 
employee relations, reduced labor turn-over, 
and similar benefits currently and in the 
future, and hence have felt that they should 
be charged to profit and loss. However, 
where the payments were substantial and 
would have seriously distorted current in- 
come figures no objection has been raised 
to direct charges to earned surplus, al- 
though even in this situation the preterred 
method would seem to be to treat these 
items as extraordinary charges to profit 
and loss. Further study is being given to 
all phases of the problem with a view to 
obtaining consistent and informative finan- 
cial statements. 


“Considerable attention was given during 
the year to an important problem as to 
inventories—the propriety of the creation 
irom income of reserves for future inven- 
tory price declines and losses. After care- 
jully considering the procedure and the 
many arguments pro and con it was con- 
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cluded that its effect was to reduce cur- 
rent profits improperly and increase profits 
of subsequent periods. The Commission 
took the position: (1) That provisions 
made to reserves tor inventory losses may 
properly be charged against income only 
to the extent that the losses have actually 
taken place but have not been realized by 
use or sale of the materials involved; (2) 
that any reserve so provided, being a 
valuation reserve, should be deducted from 
the inventory on the balance sheet; and 
(3) that a reserve for losses expected to 
occur in the future constitutes merely 
segregation of earned surpius and should 
be so treated.” 


“From time to time accountants’ certifi- 
cates which accompany financial statements 
of public utility companies filed with the 
Commission contain the following qualifi- 
cation, or one similar thereto: 

* * * Subject to the adequacy of the 

provision and the reserve tor deprecia- 

tion, as to which we are not in a position 
to express an opinion, the accompanying 

balance sheet * * * presents fairly * * * 

“Ten years ago this might have been a 
proper reservation for an accountant to 
make in his certificate covering the ac- 
counts of a public-utility company; it has 
been that many years since depreciation 
accounting has generally displaced the 
retirement reserve or other methods of 
providing for the exhaustion of the service 
life of utility property. During this period 
accountants have had much opportunity to 
familiarize themselves with the property 
accounts and depreciation problems of 
utilities and there seems to be no doubt that 
they have taken full advantage of this 
opportunity. Under these circumstances 
there would appear to be little, if any 
justification for accountants to avoid the 
assumption of full responsibility for the 
adequacy of depreciation provisions or re- 
serves of these companies except, perhaps, 
in very unusual situations. 

“In view of this the staff of the Com- 
mission made an extensive review of the 
history of present practices as to certifica- 
tion of utility depreciation accounts by in- 
dependent accountants. A study was made 
to determine the past justification of the 
qualification practice and the practicability 
and other issues involved in the extension 
ot auditing responsibility to this area of 
general qualification. the conclusion 
reached was that past practice constituted 
a tacit understanding by which specific 
professional rules were waived, that re- 


1948 


luctance to assume this final responsibility 
may well have been justified in past years, 
but that the arguments in support of quali- 
fication of certificates no longer are per- 
suasive. The Commission therefore con- 
cluded that in the future it would apply 
the following policy with respect to finan- 
cial statements filed pursuant to its re- 
quirements: If, in the opinion of the 
accountant, the depreciation reserve is 
inadequate he should so state in his certifi- 
cate; the amount of inadequacy, if known, 
should be stated; in any event the reader 
of the certificate should be left with no 
doubts as to whether the depreciation re- 
serve as shown on the balance sheet and 
the provisions for depreciation included in 
the income statement are, within reason, 
adequate. 

“During the year two cases arose, both 
in connection with Form S-1 registration 
statements, in each of which the audit of 
the accountants was not made in accord- 
ance with generally accepted standards 
applicable in the circumstances, and, at 
least in one case if not both, the audit did 
not include all the procedures deemed 
necessary by the accountant. Because of 
special circumstances in one case and i 
each the fact that the withdrawal of the 
registration statement was permitted, it 
was not believed desirable to take formal 
action against the accountants. As an 
educational as well as a disciplinary meas- 
ure the deficiencies in the audits performed 
were discussed at length with a partner of 
the accounting firm involved in each case. 
It is believed that these discussions proved 
beneficial to the two firms and that in 
appropriate cases this approach may assist 
in promoting the expert auditing which is 
demanded by the Commission.” 


Copies of the report may be secured 
from the Superintendent of Documents, 
U. S. Government Printing Office, 
Washington 25, D. C. Price "50¢. 


Accounting Series Releases 

Releases 1—63 (to August 5, 1947) 
have been reprinted in pamphlet form 
and may be secured from the Superin- 
tendent of Public Documents (35¢ per 
copy). Extra copies of new releases 
may also be obtained from the same 
source. Both are punched for three- 
ring binders. 
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COMMITTEE ACTIVITIES 


"OMMITTEE ON 


This vear the Committee on State 
Taxation introduced an innovation in 
its technical meetings. Instead of the 
customary reading of papers, a panel 
of tax men gave their solutions to a 
series of situations, drawn 
from actual experience. From the com- 
ments of those attending the meeting, 
it appe ars that the experiment was well 
received. The success of the meetings 
was primarily attributable to the mem- 
bers of the panel who lent considerable 
time and effort in planning the meet- 
ings and presenting interesting and 
valuable discussions of the various 
problems. We take this opportunity to 
express our gratitude for their coopera- 
tion. The warm response of the audi- 
ence at the meetings suggested publica- 
tion of the material. Presented below 
are the solutions given at the first of the 
two technical meetings, devoted to New 
York Personal and Unincorporated 
Business Taxes. The questions were 
published in the March, 1948, issue of 
the New York Public Ac- 
countant at page 252. It is expected that 
the solutions of the problems discussed 
at the second meeting will be published 
in a later issue. 


SipNEY I. Roperts, Chairman, 
Sub-committee on special meetings. 


Group I—Optional Deduction 

A husband and wife living together 
may elect to claim the optional deduc- 
tion but such optional deduction is not 
allowable unless both elect to claim 
such deduction. If the optional deduc- 
tion is so claimed and if separate re- 
turns are filed, deduction may be 
‘laimed by either or divided between 
hem, as they may choose. It the op- 
tional deduction is claimed by hi:sband 
and wife, whether in a joint return or 
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in separate returns, the total amount 
may not exceed 10% of their aggregate 
gross income, or $500, whichever is 
less. 

Any election to claim the optional 
deduction is irrevocable with respect to 
the taxable year so claimed. 

As to nonresidents, if the flat option- 
al deduction is taken it is not necessary 
to show that it is related to New York 
business or property. 


Answer to Question 1 

The taxpayer would not be permitted 
to deduct any part of the optional de- 
duction or any specific deductions 
whatsoever since the full allowance for 
the optional deduction has already been 
deducted by his wife in her separate 
return and the total optional deduction 
allowed a husband and wife may not 
exceed 10% of their aggregate gross 
income or $500, whichever is less. Ti 
the husband were to file a return claim- 
ing specific deductions, the optional de- 
duction would be disallowed to the 
wife. It is assumed that the wife has 
already filed her return and it is too late 
to file separate returns claiming spe- 
cific deductions, 


Answer to Ouestion 2 

Ordinarily the taxpayer would not 
claim the optional deduction since such 
deduction, as outlined above, would be 
limited to a total of $500 for both hus- 
band and wife. Since the wife is en- 
titled to an interest deduction of over 
$500, viz., $1,000, the wife would then 
deduct the latter amount in her return 
and the husband would deduct in his 
return any specific allowable deductions 
to which he is entitled, assuming it is 
more advantageous to file separate re- 
turns in that manner and not a joint 
return. 
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Answer to Question 3 

The optional deduction under New 
York State law varies from the optional 
deduction for Federal tax purposes. 
The $500 New York State optional 
deduction is in lieu of the specific de- 
ductions allowed on Form 201, pages 1, 


2 and 3, as follows: 
Item 21(d) Expenses paid re compen- 
sation 
Interest on indebtedness 
Taxes on real property 
3l(c) Other taxes 


31(d) Other deductions 
34 Contributions 
36 Extraordinary medical ex- 
penses 
Schedule A Other business deductions 


re income from business 
or protession 

Deductions re income from 
rents and royalties 


Schedule B 


Since the taxpayer has already used 
up the limit of $500 in the deductions 
which would be entered under Sched- 
ule B, and it is reasonable to assume 
that he and his wife would have other 
specific deductions, he should not claim 
the optional deduction. 


Answer to Question 4 

The charitable contributions, $1,500, 
of the partnership would be divided 
equally, $750 to each partner. Since 
the portion allocable to the taxpayer, 
$750, would be in excess of the limita- 
tion of $500 in the case of the optional 
deduction, he should not claim the op- 
tional deduction. 


Answer to Question 5 

In this case, the limitation of $500, 
in the case of the optional deduction, 
would apply to the $24,000 covering 
expenses re income from profession 
(See: Answer to Question 3). Accord- 
ingly the specific deduction of $24,000 
should be claimed since it is more ad- 
vantageous than the optional deduction. 


slnswer to Question 6 


The specific deductions, $600 under 
Item 21(d), exceed the $500 limitation 
of the optional deduction (See: Answer 
to Question 3). Accordingly the spe- 
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cific deduction, as well as any other 
allowable deductions, should be 
claimed. In this respect the Federal law 
ditters from the New York State law 
in that the taxpayer would be allowed 
the $500 deduction in arriving at ad- 
justed gross income as well as the 
optional standard deductions. 


Harovp E. Biscuorr, C.P.A. 


Group II—Authors and Editors 


Answer to Question 1 


The question of whether income 
earned by authors and editors of scien- 
tific publications is subject to the New 
York Unincorporated Business Tax 
was recently decided in the negative by 
the State Tax Commission, in a case in 
which the writer participated and 
wherein the facts were similar to those 
in the question under discussion, 

Section 386 of the New York Tax 
Law provides that the words “unincor- 
porated business” exclude the practice 
of law, medicine, dentistry, architec- 
ture, and any other case in which more 
than 80% of the gross income is de- 
rived from the personal services actual- 
ly rendered by the individual or the 
members of the partnership or other 
entity in the practice of any other pro- 
fession and in which capital is not a 
material producing factor. 

Since it is obvious that income de- 
rived from editorial services is clearly 
a personal service, and that capital is 
not a material income producing factor. 
the sole question is whether authorship 
is one of the other professions contem- 
plated by the statute. 

The authorities cited in support of 
non-taxability for this purpose were: 
Teague v. Graves, 287 N.Y. 549, (in- 
dustrial designer) and the cases cited 
therein; also, Geiffert v. Mealey, 293 
N.Y. 583, (landscape architect) and 
the cases cited therein. 

The definition of the term “profes- 
sion” promulgated by the State Tax 
Commission is as follows: 


“What is a profession? In general it 
may be said that a profession includes any 
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occupation or vocation in which a_ pro- 
fessed knowledge of some department of 
science or learning is uscd by tts practical 
application to the affairs of “others, cither 

advising, guiding or teaching them, and in 
serving ‘ae interests or welfare im the 
practice of an art founded on it. The word 
unplics attainments in professional knowl- 
edge, as distinguished from mere skill, and 
the application of such wea i to uses 
for others as a vocation.” (Emphasis sup- 
plied) 


The Commission therefore concluded 
that authors and editors are not subject 
to the New York Unincorporated 

Susiness Tax. 
Answer to Question 2 

In view of the fact that the Tax 
Commission held that authors and edi- 
tors are professional people and are not 
subject to the Unincorporated Business 
Tax, it is therefore immaterial where 
they did their writing. 

However, had the ruling been the re- 
verse, then it would have been neces- 
sary for the taxpavers to use the allo- 
cation formula as previded for in the 
law, in order to determine what  per- 
centage of their income was attributable 
to New York State. 


Answer to Ouestion 3 

The operations of such a book store 
would be subject to the Unincorporated 
Business Tax if the book store had 
heen in New York State. Since the 
book store was operated in Connecti- 
cut, the net profit thereon would not be 
subject to the Unincorporated Business 
Tax. However, it would be necessary 
to fill out the Unincorporated Tax Re- 
turn showing the gross income and ex- 
penses incurred in the operation of 
such Connecticut book store. Schedule 
“G", the apportionment — schedule, 
should be completed to show that none 
of the income was earned in New York 
State. 

Allocation of income earned within 
and without New York State may be 
determined in the following ways: 

1. By separate accounting, that is, 

by the maintenance of the books 
in such a manner that they them- 


selves would disclose the income 
attributable to New York. 

2. By the use of an allocation meth- 
od elected by the taxpayer and 
based upon his books, provided 
the Tax Commission approves 
such method. 

3. By the use of the official alloca- 
tion formula as provided for un- 
der Schedule “G” on the return. 


Befcre determining the amount of 
net profit on the Unincorporated Busi- 
ness Tax Return, the allowance for 
taxpayer's services should be computed 
under Schedule “L” of the return. 
Under this allowance the taxpayer may 
deduct 20%, or $5,000, for each partner 
actively engaged, whichever is lower. 
Since, under Question 3, the net profit 
before partners’ drawings was $10,000, 
the partners would have been allowed 
a deduction of $2,000. Therefore, the 
net income to be shown would be 
$8,000. 

NATHANIEL FIELp, C.P.A. 


Group III—Aliens 

This question is primarily a question 
of jurisdiction. The State of New York 
has jurisdiction to tax any person who 
is domiciled in New York. Domicile is 
a legal relationship of a person to a 
place. Generally it means that a person 
inakes his home at a place with the in- 
tention that the home is a permanent 
one. If a domicile is so established in 
New York, by an individual, the state 
has jurisdiction to tax him on all of 
his income no matter where it is earned. 
The law contains an exception to this 
rule to which I shall call attention in 
a few moments. 

Once a domicile is established in 
New York, it does not matter that the 
individual may have several residences 
in different states. The term residence 
is sometimes used interchangeably with 
domicile, but that is legally incorrect. 
However, under New York law the 
state also has jurisdiction to tax resi- 
dents of New York. The law and regu- 
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lations provide that a person who is a 
resident in New York, although not 
domiciled here, and spends more than 
seven months of the year in New York 
is subject to tax on all of his income 
no matter where it is earned. In other 
words, such a person is treated as 
though he were domiciled in New York, 
although he may have an established 
domicile in another state. A person 
finding himself in such a situation might 
be subject to tax on all of his income 
in more than one state. The constitu- 
tionality of the residence provision in 
the New York law was raised by one 
taxpaver and settled by the courts in 
favor of the state. I refer to the Ryan 
case (262 N.Y. 1, 186 N.E. 28). 

With respect to the person domiciled 
in New York, I referred previously to 
a special provision in the law. Even 
though a person is domiciled in New 
York, if he does not have a permanent 
place of abode here (a residence), and 
does have a permanent place of abode 
(a residence) elsewhere, he will not be 
treated for tax purposes as domiciled 
persons are. He will not be subject to 
tax on any income earned outside the 
state, provided however that he does 
not spend more than thirty days during 
the vear in New York. 

With these provisions in the law as 
a background it should not be too diffi- 
cult to see what would happen tax-wise 
to this alien, who comes to New York 
in 1939 with the intention of visiting 
the World’s Fair, and then decides to 
remain here because the war has broken 
out. This alien traveled over the coun- 
try and spent several winters in Flor- 
ida. He had rented an apartment in 
New York so that, in some sense, he 
had established a permanent place of 
abode here. In the first vear of his stay 
he did not spend seven months of the 
vear in New York, so that for that year 
at least he did not qualify as a resident. 

Under the federal law there are other 
criteria for taxing nonresident aliens, 
and in this case the alien was allowed 
a status as a nonresident alien for the 
first year of his stay. As such he was 
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not taxed on capital gains nor on any 
income earned outside the United 
States. With respect to subsequent 
years the federal government consid- 
ered that he had a status of a resident 
alien. 

The State Tax Commission would 
probably rule the same way and con- 
sider his residence in New York as a 
permanent place of abode. In that case 
he would be taxed on all of his income 
from all sources. With respect to some 
of the shipping operations, where the 
income was earned outside the United 
States, the alien was unable to get the 
income because of currency restrictions. 
Such income would not be subject to 
tax because it was not available. 

I should like to make some further 
comment on several points in the regu- 
lations, particularly with respect to a 
permanent place of abode. Article 503 
provides that a person may be domi- 
ciled without the state and still be a 
resident for the purpose of the tax, and 
that a person may maintain several 
places of abode. A permanent place of 
abode is understood to mean a dwelling 
place permanently maintained by the 
taxpayer. It is a home in the same 
sense that vou think of home in connec- 
tion with the establishment of a 
“domicile”, person may be domiciled 
in Connecticut, maintain a home or 
apartment in New York, and if he 
spends an aggregate of more than seven 
months of the taxable vear within the 
state, will be considered a resident irre- 
spective of whether or not such place 
of abode within the state is actually 
used by the individual during such 
period. 

On the other hand, a person who 
comes into the state to accomplish a 
particular object, intending to remain 
only for that temporary period, who 
establishes a home and spends more 
than seven months of the taxable year 
within the state will not be considered 
as maintaining a permanent abode 
within the state, unless there is evidence 
to show an intent to make the home so 


_ established a permanent one. That last 
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provision is the only basis which this 
alien has for being taxed as a non- 
resident. 

One further word on the subject of 
domicile. So far as the taxpayer is con- 
cerned it is a question of fact. An in- 
tention tomake New York a home plus 
actual presence in New York will result 
in a New York domicile. 


3ENJAMIN Harrow, C.P.A. 


Group IV—-Ordinary Income and 
Deductions 


The items below, are typical of those 
found on the Federal return, and on the 
records of the average taxpayer. Their 
treatment from the viewpoint of New 
York State Tax Law is briefly indi- 
cated. 


1. Life Insurance Premiums 

Sec. 360 (16) provides for deduction 
of premiums paid or incurred during 
the taxable year with respect to any life 
insurance or endowment policy upon 
the life of the taxpayer, in an amount, 
not exceeding, in the aggregate, one 
hundred fifty dollars. 

Premiums on insurance covering the 
life of dependents, and the cost of 
straight annuity contracts are not de- 
ductible. The cost of a life policy with 
an annuity option to beneficiary is, 
however, deductible. 

2. Federal Excise Taxes 

Taxes, other than estate, inheritance, 
legacy, succession, gift and income 
taxes, may be deducted. With these 
exceptions, there is general authority 
for the deduction of all taxes paid even 
though the expense incurred is not in 
connection with the operation of a busi- 
ness. 


Article 141 of the New York State. 


Regulations provides that only taxes 
expressly imposed against the tax- 
paver, under the provisions of a tax 
statute, are deductible by such tax- 
payer. 

Among items deductible on New 
York State tax returns are such taxes 
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as the Federal tax on telegrams and 
telephones, on admissions, safe deposit 
boxes, automobile license fees and New 
York City sales tax. 

Always check to see if the tax that 
the taxpayer wants to deduct, is ex- 
pressly levied against him by the statute 
imposing the tax. 


3. Withheld Tax on Canadian Dividend 
Income taxes are not deductible, ac- 
cording to Sec. 360 (3) of the New 
York State Tax Law. This withheld 
tax has been construed as an income 
tax, and the taxpayer therefore reports 
as income, the gross amount of divi- 
dend from Canadian corporations. 


4. Stock Dividends 

Sec. 359 (2.m.) of the Tax Law 
states that “stock dividends when re- 
ceived by a shareholder shall not be 
subject to tax...” 

To be exempt income, a dividend 
must be in stock, which is 


(1) newly issued, 


(2) of the declaring corporation, 
and 
(3) distributed in proportion to 


stockholders’ holdings. 


5. Long Term Compensation 
The Federal government has made 
speciai provision for the reporting of 
long term compensation, under Inter- 
nal Revenue Code, Section 107 (a). 
New York State has no similar provi- 
sion. 
6. Interest on Treasury Bonds 
Interest received is taxable, unless 
specifically exempted by law. Sec. 359 
lists, among the exemptions, interest 
on obligations of the United States. 


7. Interest on Farm Loan Bonds 

Article 75 of the State Tax Regula- 
tions exempts this interest from taxa- 
tion. 


8. Interest on Municipal Bonds 

Interest on the obligations of politi- 
cal subdivisions of states other than 
New York, is taxable. 
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9. Bad Debt Recoveries 

Article 82 (5) of the State Tax Reg- 
ulations must be consulted, in regard to 
bad debt recoveries, to determine if the 
taxpayer meets its requirements. If so, 
the recovery may be excluded from 
gross income. 


10. New York State Income Tax 

Income taxes cannot be deducted, by 
express provision of the New York 
State Tax Law. 


11. Credit for Dependents 

Article 208 (5) of the Regulations 
provides that a taxpayer receives an 
exemption of $400 for each person 
(other than husband or wife) who 
qualifies as a dependent. 

Section 362 of the Tax Law provides 
for apportionment of the exemption, if 
the status of the taxpayer changes dur- 
ing the year. 


Rosert I. Epetson, C.P.A. 


Group V—Deductions By Trusts 


On the individual income tax return 
of the life-tenant, depreciation is de- 
ductible for the calendar or fiscal year 
for which distributable trust income 
from rents is reportable. 

As to expenses chargeable against 
principal; Inasmuch as there is no in- 
come reportable by the fiduciary, ex- 
cept income distributable to the life- 
tenant, and except net capital gains, 
expenses chargeable against principal 
can only be deducted as capital deduc- 
tions. 

“Capital deductions” are defined in 
Section 350 (17), added by the Laws 
of 1939, as follows: 

“The words ‘capital deductions’ mean 
such deductions allowed by section three 
hundred sixty of this chapter as the tax 
commission determines are properly alloca- 


ble to or chargeable against capital assets 
sold or exchanged during the taxable year.’ 


The State Tax Commission using 
the discretion granted to it by the sub- 
section quoted above, issued Regulation 
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Article 485-b (December 30, 1939) as 
follows: 

“Meaning of ‘Capital Deductions. —The 
words ‘capital deductions’ mean those de- 
ductions allowed by Section 360 of the Tax 
Law which are properly allocable to or 
chargeable against capital assets sold or 
exchanged during the taxable year. The 
deductions so allowed are limited to those 
which are incurred at the time of the sale 
or which are directly connected with the 
sale. Expenditures which would have been 
incurred even though no sale or exchange 
of capital assets had been made are deduc- 
tible in the computation of net income and 
not in the computation of net capital gain 
or net capital loss. Conversely, expendi- 
tures which are incurred directly in con- 
nection with the sale are deductible in the 
computation of net capital gain or net capi- 
tal loss and not in the computation of net 
income. Capital deductions include broker’s 
commissions incurred on the sale of prop- 
erty, stock transfer taxes, legal expenses 
incurred to complete the sale, and other 
similar expenditures.” 


Acting under this Article, the prac- 
tice of the Income Tax Bureau, in the 
facts stated above, is to allow only the 
stock transfer stamps and to disallow 
all other expenses charged to principal. 
The disallowance of such expenses pre- 
vents their effective deduction on any 
income tax return. 

The only remedy appears to be rep- 
resentation to the Department in a case 
in which the amounts involved are sig- 
nificant, or representation to the State 
Tax Commission to revise Article 
485-b: probably only the latter would 
be effective. 

J. B. C. Woops, C.P.A. 


Group VI—Capital Gains and Losses 


The following answers are confined 
to those transactions which are ac- 
corded different treatment under the 
New York State income tax law and 
the Internal Revenue Code. Computa- 
tions will be disregarded and _ stress 
placed upon the principles of law in- 
volved. 


Mr. Taxpayer 
1. The basis of property acquired 
by gift prior to December 31, 
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1927, is the fair market value at 
the date of acquisition, and ap- 
plies to either gains or losses. 
The corresponding date for fed- 
eral tax purposes is December 
31, 1920. 

The basis of property, sold at a 
gain, acquired by gift subsequent 
to December 31, 1927, is that of 
the donor, or the last preceding 
owner who did not acquire the 
property by gift. If the sale re- 
sults in a loss, the basis is that 
of the donor or the last preceding 
owner who did not acquire the 
property by gift, or the fair mar- 
ket value of the property at the 
date of the gift, whichever the 
lower. 

Where the sales price of the 

property is greater than the 
cost to the donor or the last 
owner not acquiring it by gift, but 
less than the fair market value at 
the date of the gift, the transac- 
tion results in neither profit nor 
loss. 
No provision is made under the 
New York State income tax law 
for the amortization of bond pre- 
mium. Consequently, the pre- 
mium paid constitutes part of the 
cost of the bonds. 

Under the provisions of the In- 
ternal Revenue Code, it is man- 
datory that the taxpayer amortize 
the premium paid upon the acqui- 
sition of bonds of the City of 
New York. Since interest on 
such bonds 1s wholly tax exempt, 
no deduction is allowed for such 
bond premium. The basis of the 
bonds, however, must be reduced 
by the amount of the amortiza- 
tion. 

See answer to question 3. No 
reduction of cost is required for 
New York tax purposes. Under 
the federal law, the taxpayer may 
elect to amortize and deduct bond 
premium on partially tax-exempt 
bonds. (All interest on principal 
amount of $5,000 treasury bonds 
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issued prior to March 1, 1941, is 
exempt from normal and surtax. 
Interest on any excess of $5,000 
of principal amount is exempt 
from normal tax but subject to 
surtax.) If such election is made, 
it shall apply to all bond issues 
owned at the date of the election 
and all bonds subsequently ac- 
quired, unless revoked following 
an application to the Commis- 
sioner. 


The New York State income tax 
law makes no distinction between 
so-called ‘family losses” and other 
losses. 

Under various sections of the 
Code, a loss resulting from an 
otherwise bona fide sale is disal- 
lowed if made between: 

i. Husband and wife 
ii. Brothers and/or sisters 
(whole or half-blood ) 

iii. Ancestors and_ lineal 

scendants. 


de- 


The “wash sale” provision con- 
tained in the Internal Revenue 
Code has no counterpart in the 
New York State income tax law. 
Hence, any loss resulting from 
such transactions is deductible— 
to the extent of the capital gain. 
The sale of an apartment house 
by an investor constitutes a capi- 
tal transaction, for New York 
State tax purposes. 

The above transaction received 
similar treatment, for federal tax 
purposes, until July 16, 1946, 
when, in the Leland Hazard case 
(7 T.C. 372), the Tax Court in- 
terpreted the operation of leased 
property as a business carried on 
by the taxpayer (an attorney), 
and permitted him to deduct the 
loss incurred from its sale as a 
normal loss. It should be noted 
that, following the above concept, 
a profit resulting from such trans- 
action would, under Section 
117(j) of the Code, be treated as 
a capital gain. 
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Basis of property acquired 
prior to January 1, 1919, if sold 
at a loss, is the cost or fair mar- 
ket value at January 1, 1919, 
whichever lower. If sold at a 
gain, the basis is the higher of the 
cost or January 1, 1919, value. 
The comparable date in federal 
taxation is March 1, 1913. 


Loss on the sale of a personal 
residence is not deductible for 
federal tax purposes, but is de- 
ductible for New York State tax 
purposes. 

The gain on such sale is tax- 
able, in both instances, since it 
falls within the general definition 
of gross income. 

For federal tax purposes, since 
the property is not business or 
investment property, the basis 


need not be reduced by deprecia- 
tion. For New York State in- 
come tax purposes, however, al- 
though the property is neither 
business nor investment property, 
it must be reduced by deprecia- 
tion when sold. 


* * 


Net capital losses beginning on or 
after January 1, 1942, may be carried 
forward and deducted only from net 
capital gains for the next five years. 

The five-year carry-forward provi- 
sion is the same for federal tax pur- 
poses, except that $1,000 of the net 
capital loss may be taken each year 
against normal income. 


FRANK E, Kwnopr, C.P.A. 


BUY BONDS TODAY! 
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BOOK REVIEWS 


Estate Planning and Estate 

Tax Saving 
sy Edward N. Polisher, Geo. T. 
Company, Philadelphia, Pa., 
1948. 2 Volumes: 923 pages; $20. 


Estate Planning, as that term is cur- 
rently used, is a new legal science of 
comparatively recent origin. Until some 
thirty years ago, planning an estate 
consisted primarily of drawing a will. 
The inheritance taxes which the several 
states levied were too insignificant to 
cause any concern. The imposition of 
ever-increasing federal taxation on in- 
come and estates changed that. So have 
the rapidly changing complexities of 
our economic structure. Today, no man 
of substantial means can afford to leave 
his estate unplanned. 

As is to be expected of a science so 
new, few books are available which 
treat of it. Fewer still are those which 
deal profoundly with the problems in- 
volved. Mr. Polisher’s book exhaus- 
tively discusses all important phases of 
the subject. It thus fills a definite void 
in legal literature. The author is a 
member of the Philadelphia Bar and a 
nationally recognized authority in his 
field. His pioneer book on this subject 
appeared in 1943. It was widely ac- 
cepted. In these present volumes he 
has combined an analytical discussion 
of the theory and application of estate 
planning fundamentals with a thorough 
treatment of the law of Federal Estate 
and Gift Taxes. Copious citations of 
court decisions and Internal Revenue 
Bureau regulations and rulings are in- 
terspersed throughout, in support of the 
personal observations and conclusions, 
The tools of estate planning are care- 
fully described, with recommendations 
and cautions as to their use or possible 
misuse. Alternative methods are com- 
pared, together with carefully drawn 
conclusions as to the mechanisms most 
preferable in a given situation. It is 
written in understandable language— 


4 
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with a lucid style and logical sequence. 

It is incorrect to think of Estate 
Planning as a science which deals only 
with the disposition of property at 
death. The true concept of estate plan- 
ning has a duality of purpose. One, the 
current objective, the purpose of which 
is to arrange, during the owner’s life- 
time, the property ownership within 
the family group—so that it will bring 
to the owner and his family the maxi- 
mum of enjoyment and security. The 
other is the development of a flexible 
and integrated plan for the disposition 
of the estate owner's property at death. 
This at once seeks to promote the best 
interests of the beneficiaries, and yet is 
also designed to effect the greatest pos- 
sible tax savings. Here, tax considera- 
tions must yield to the more compelling 
factors of individual objectives and 
family considerations. 

Mr. Polisher never loses sight of all 
of these perspectives as he carefully 
analvzes the effectiveness of various 
tax-saving devices. 

A book review is not intended to 
convey more than a bird’s eye view of 
the scope of this work. Perhaps a bet- 
ter indication of Polisher’s painstaking 
labor may be found in these statistics: 
The 923 page book consists of 28 chap- 
ters, an appendix (of 121 pages) out- 
lining the estate, inheritance and gift 
tax laws of the several states, terri- 
tories and possessions of the United 
States, 53 pages of index, and 67 pages 
of a table of cited cases and authorities. 

In his text, the author discusses the 
concept of the decedent’s gross estate 
for Federal Estate Tax, including 
transfers in contemplation of death, 
transfers taking effect at death, revoca- 
ble trusts, property passing under 
powers of appointment, property joint- 
lv held, and life insurance proceeds. 
The subject of community property, 
which has aroused widespread current 
interest, is also treated to show its 
estate and gift tax implications. Other 
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chapters discuss such questions as the 
valuation of the decedent’s gross estate, 
the allowable deductions and the estate 
tax rates and credits. Several chapters 
are devoted to the Federal Gift Tax. 
In addition, the inheritance tax provi- 
sions of all the states are set forth in 
outline form. Much room is given the 
federal income, gift and estate tax im- 
plications of the different types of 
trusts with special emphasis on the re- 
cently promulgated Clifford regula- 
tions. 

The Estate Planning chapters deal 
with such problems as the use of gifts 
and the creation of trusts and charitable 
foundations as a means of reducing the 
tax burden; the role of the taxpayer's 
Last Will and Testament in planning 
the estate; the function of insurance in 
providing the necessary cash; and the 
proper treatment of business interests. 
The approach inspires confidence. 

This edition includes also a separate 
chapter on the amendments made by 
the 1948 Revenue Act. The effect of 
the amendments upon existing estate 
plans, wills, trusts and life insurance 
programs is demonstrated. Recom- 
mendations are made for the procedure 
to be followed in order to produce the 
most beneficial results. 

Tax laws and planning tools are dis- 
cussed side by side. The effort is to 
permit the study of their use in the 
intelligent relationship to one another. 
The book is well indexed. 

In our complex tax economy, estates 
of men of wealth must be planned to 
insure transmission to their beneficiar- 
ies with the least amount of depletion 
resulting from death taxes and death 
costs. Estate planning without taking 
into serious account the tax factors, is 
inexpert. It is inexcusably wasteful 
and a costly procedure for the client. 

All estate counsellors, whether they 
be lawyers, accountants, trust officers 
or life insurance underwriters, will find 
this work of great utility in assisting 
them to tax-wisely solve their clients’ 
estate problems. 


New York, N.Y. J. K. Lasser 
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Uniform Cost Accounting for the 
Fertiliser Industry 


By Costing Committee appointed by 
the Fertiliser Manufacturers’ Asso- 
ciation, Limited. The Fertiliser Man- 
ufacturers’ Association, Limited, 
London, England, 1948, 156 pages— 
15/- 


The Council of the Fertiliser Manu- 
facturers’ Association, Limited ap- 
pointed a committee, with wide ac- 
countancy experience and a particular 
knowledge of the industry “to consider 
and make recommendations on stand- 
ard and uniform cost accounting for the 
industry.” This book is the result of 
the work of this committee. 


An outstanding feature of the book is 
the recommended use of standard costs 
as a yardstick against which to measure 
actual costs. Emphasis has been laid 
on the use of cost accounting as a means 
of controlling all expenditure and waste 
and the directing of attention to operat- 
ing inefficiencies. Full regard has been 
paid to technical terms and features 
with the hope of achieving some meas- 
ure of uniform methods. 


The Committee strongly favors the 
fullest practical integration of the cost 
records in the financial books. A chart 
gives a concise picture of the flow of 
cost information from the making of 
the original accounting entries until re- 
conciliation with the profit shown by 
the financial accounts. Numerous ap- 
pendices give practical illustration of 
forms for the preparation of cost data 
and its preparation for management 

Although this book is addressed pri- 
marily to the fertiliser industry, it will 
be of particular interest to other manu- 
facturers and accountants concerned 
with the formulation or review of other 
uniform cost accounting systems. 


JEROME A. KRAMER 


The School of Business and 
Civic Administration 
The City College of New York 
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Increasing the Usefulness of 
Internal Auditing 


(A Symposium of Addresses Pre- 
sented at the Sixth Annual Confer- 
ence of The Institute of Internal 
Auditors, Inc., on October 13 and 14, 
1947, at Detroit, Michigan.) THE 
INSTITUTE OF INTERNAL AUDITORS, 
Inc., New York, 1948. 116 pages; 


$2.50. 


This little volume embraces a valu- 
ables series of papers “planned with the 
objective of reappraising and exploring 
further the ways in which the usefulness 
of internal auditing to management 
could become more meaningful.” It is 
presented in three sections, as follows: 


I—Recent Developments in Internal 
Auditing — Theory and Practice: 
Statement of the Responsibilities 
of the Internal Auditor. 

Problems in the Formulation of 
the Statement of Responsibil- 
ities. 


war 


Auditing — 
Past, Present and Future. 

Current Trends in Interna! Audit 
Programs. 


Types of Internal 


II—Re-Appraisal of the Systems of 

Internal Control: 

Acquisitions of Goods and Serv- 
ices. 

Storage, Care and Control of 
Company Assets. 

Sales and Other Disposition of 
Company Assets. 


Service: 
Cost Accounting and Its Relation 
to Internal Auditing. 
Budgetary Control and Its Rela- 
tion to Internal Auditing. 
Case Studies of Special Services 
to Management. 


It is highly recommended to internal 
auditors and public accountants, alike. 


AMERICAS \ 
LOAN 
BUY BONDS TODAY! 
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Nicur watchmen can guard buildings. 
Steel vaults can protect valuables. 
Insurance can cover losses. 

But one thing too few businesses protect 
themselves against is—stolen time! “Time 
stealers” can cost companies thousands of 
dollars every year. 

Take the matter of check reconcilement, 
for instance. Some firms spend days—even 
weeks—to reconcile checks every month. 
Yet there’s no need for employees to 
thumb through great batches of checks. 

With McBee Keysort, checks can be 
reconciled with 50°, to 80° more effi- 
ciency. It eliminates many laborious steps 
in sorting, checking, adding and inter-filing. 
What’s more, any clerk can handle the en- 
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tire operation with a half hour’s training. 

So if your accounting department is “ail 
thumbs” when it comes to check reconcile- 
ment, call the McBee man near you. He'll 
be glad to give you a convincing demon- 
stration. Or write us. 


KEYSORT CHECKS save countless man-hours every 
month by increasing the efficiency of check reconcile- 
ment 50% to 80°%. Why not discover how this Key- 
sort Method can be adapted to your business? 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT — THE MARGINALLY PUNCHED CARD 
295 Madison Avenue, New York 17, N. Y. Offices in principal cities 


Vhen writing to advertisers kindly mention Tue New York CertiFiep PusBiic ACCOUNTANT. 
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